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The fall season is also the tax conference season. Within days 
of each other, such well-known conferences as those of New York 
University, Tulane University (New Orleans), the University of Southern 
California (Los Angeles), and the University of Chicago School of Law 
take place. 


This is the twelfth year that we have had the privilege of bringing 
to our readers the papers presented at the Midwest's outstanding con- 
ference, sponsored by the Law School and University College of the 
University of Chicago. 


The conference is designed to enable all who register not only to 
hear a series of talks by a group of distinguished lawyers and account- 
ants but also to participate in panel discussions and to address ques- 
tions to particular speakers. 


This tax conference featured such speakers as David A. Lindsay, 
Hart H. Spiegel, Paul P. Lipton, John R. Lindquist and Crane C. Hauser. 
The conference discussed tax problems on a horizontal basis, that is, 
selecting subjects which cut through many sections of the Internal Reve- 
nue Code: for instance, taxpayers and taxable entities, stock-redemp- 
tion agreements, estate planning for the corporate executive, business 
gifts, divorce and separation agreements, business expenses and reim- 
bursements, correcting mistakes and changing accounting methods, 
and others. 


It was necessary to alter our format so that all of the papers 
could be crowded into one issue. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Hditor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richara H. Lane. 
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TAX-WISE NEWS 


r 

T'Housanps of aircraft company workers— 
and others, too, for that matter—who work at distances from their 
permanent places of residence and draw “per diem” allowances, have 
been given a huge boost by a recent decision out of the Ninth Circuit. 
There, the appellate court rejected a test the Tax Court had evolved 
for judging when employment is temporary, or “away from home,” so 
that employees would be permitted to deduct from their income the 
amount of their daily living allowances. 


The Tax Court test was one of indefiniteness based on standards 
of predictability. “Temporary,” for all practical purposes, according 
to the Tax Court, meant “predictable.” 


The Ninth Circuit, however, seems to add a new test—what 1s 
known to the employee about the length of time he will be employed 
away from home. 


Like the national election, more votes are going to have to be 
counted on this score before the issue dies. Employees at the moment 
—at least on the West Coast, where the Ninth Circuit prevails—are 
the winners.—Harvey v. Commissioner, 60-2 ustc § 9771. 


THE CHARITABLE CONTRIBUTION of a 
partner’s interest in his partnership, including his right to share in 
the partnership's receivables from installment obligations, results in 
some tax. 


Notice, however, the line of inductive reasoning employed to arrive 
at this curious result of a charitable contribution’s being a taxable 
transfer. 


The Commissioner says that Code Section 751 takes an interest 
in partnership receivables out of the classification, as capital assets, 
which Code Section 741 provides for an interest in a partnership, as 
such. 
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Since the particular interest is in receivables from installment 
obligations, attention is then diverted to Code Section 453(d), for 
that section deals with gain or loss on dispositions of installment 
obligations. 


A gift is a disposition, it is next argued, so when there is a gift 
of a noncapital asset—like Section 751 property—it becomes necessary 
to recognize, at the time of the disposition, the gain for what it is: 
ordinary income or capital gain. 


The partnership installment obligations, however, represented 
earned, but unrealized, ordinary income. Therefore, on their disposi- 
tion, through the gift, there was ordinary income to the donor-partner 
to the extent of his interest in the unrealized receivables. The gift 
of the interest in the partnership, as such, did not result in recogniz- 
able gain because there had been neither a sale nor an exchange. 


The conclusion was then drawn that “unrealized or untaxed 
rights to partnership income may be transferred with, but not as a 
part of, the partnership interest which constitutes a capital asset.” 


Now, the curious part of all this is that Code Section 751, the 
Commissioner’s starting point in this series of inductions, deals with 
a sale or exchange of an interest in receivables in a partnership. But, 
as stated in the beginning, this was a case of a gift—Rev. Rul. 60-352. 


Waar A LAWYER THINKS a client expects 
of him is not a reliable gauge of what will be allowable ordinary and 
necessary business expense, at least in the Tax Court. Thus, an at- 
torney whose firm represented a major airline and who thought his 
client expected him to do public relations work, as well as perform 
legal service, was not permitted to deduct the expenses he incurred in 
a three-month South American good will tour. Transportation was 
furnished by the airline, but he claimed living and domestic transporta- 
tion expenses as his own business expense. The court did not see it 


that way.—Donald G. Graham, CCH Dec. 24,451, 35 TC —, No. 35. 


Here IS SOMETHING UNUSUAL—not so 
much in its legal effect as in the fact that it does not seem to have 
been squarely decided before. If the total selling price in a would-be 
installment contract is composed of cash and other property, the other 
property is to be taken into account at its true market value rather 
than at any assigned or face value. This makes a difference. A seller, 
like the pharmacist in a case just decided by the Tax Court, may 
accept a down payment in the year of sale which is less than 30 per 
cent of what he considers to be the total selling price, figuring that sell- 
ing price on the basis of, say, the face value of a contract which makes 
up part of the price. Lo and behold, the market value of the contract 
may be far less than its face value; and if it is, more than 30 per cent 
of the price will have been paid in the year of sale, and all the install- 
ment reporting calculations will have been thrown out of kilter.— 
William A. Tombari, CCH Dec. 24,446, 35 TC —, No. 32. 
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WASHINGTON TAX TALK 


Special enrollment examinations being graded by the Treasury . . . 
“Closer look at expense accounts" outlined by Commissioner Latham. 


HE TREASURY HAS BEEN GRADING the special enrollment 
examination given to approximately 1,425 candidates during Sep- 
tember, 1960. 


Applicants successfully passing this examination will be permitted 
to practice before any bureau of the Treasury Department. Lawyers 
and certified public accountants need not take this special examination, 
as they are admitted to practice before the Treasury on their records. 

Successful candidates will be investigated by the Treasury as to 
the statements made on their applications, good character, and other 
standards set out in Treasury Department Circular No. 230. Candi- 
dates whose character and qualifications are found satisfactory will be 
immediately notified and enrolled to practice. The Treasury expects 
to enroll the majority of the successful candidates during this month 
and in January, 1961. 


Another special enrollment examination has been scheduled for 
September 27 and 28, 1961. Those who wish to apply for this new 
examination will be able to obtain application forms from the IRS 
district director offices by February 1, 1961. 


The Commissioner 


Closer look at expense accounts.—Commissioner of Internal Reve- 
nue Dana Latham recently outlined what he termed “A Closer Look 
at Expense Accounts” before the Illinois State Chamber of Commerce. 


Mr. Latham told the group that IRS was expanding the 1960 cor- 
poration, partnership and individual income tax returns to require 
information on the amounts of expense account allowances paid to, 
or on behalf of, designated officers, partners or proprietors, and their 
key employees. He also pointed out that these forms will require 
“yes” or “no” answers to four questions as to whether amounts were 
charged off as business expenses for hunting or fishing lodges, yachts, 
hotel suites, attendance of families at business conventions, vacations 
or similar facilities. 
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The Commissioner warned that Congress is aware of the abuses 
found in the expense account deduction area, and he cited a Senate 
amendment to the rate extension bill, H. R. 12381, which would have 
practically eliminated expense account deductions had not the amend- 
ment been eliminated by the conference committee. 


“While there is a problem, it is one which I feel that business and 
the Internal Revenue Service, working together, can solve,’ Commis- 
sioner Latham stated. “If we don’t, as sure as I am standing here, 
Congress will pass a law intended to meet these problems. Depending 
on how it is drawn, such a law may or may not impose an administra- 
tive burden. If past attempts are any indication, however, we can 
predict one possible effect of such a law on the business community: 
the concept of ‘ordinary and necessary’ as it has been applied to tax 
deductions for entertainment expenses may go out the window.” 


Chamber members were reminded that IRS field offices have been 
instructed to place increased emphasis on the examination of returns 
involving entertainment, travel and similar expenses. Whenever the 
district directors find that the taxpayer does not maintain adequate 
records of business expenses, they send him a letter informing him how 
to correct the deficiencies in his record keeping. 





“Yes, | know those taxes are delinquent. I'd like to pay them just as 
much as you'd like to collect. . . . Being on the cash basis, | have 
to use my funds this month to pay deductible items. . . . This is what 
I'll do. Tell me how much the interest is and I'll send you a check.”’ 
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“They [district directors] have also been told to apply the Cohan 
rule cautiously where the taxpayer cannot adequately substantiate his 
deductions,” Mr. Latham pointed out, “and to pay particular attention 
to deductions for entertainment which appear to be disproportionate 
to the income and business activities of the taxpayer.” 


The Tax Court 


Once again the Tax Court has required the Commissioner to pro- 
vide more definite pleadings in a Tax Court case involving an allega- 
tion of unreported taxable income and the assertion of a 50 per cent 
fraud penalty. 

One of the motions filed by counsel for the petitioners in Fortungo 
Realty Company, et al., Dockets Nos. 69014-69034, asked the court to 
require the Commissioner to “make his answer more definite and cer- 
tain.” This motion was granted by the court, and the Commissioner 
was given six months in which to file an amended answer, setting out 
the exact sources of income upon which his net worth computation was 
based as required by Tax Court rules. 


Pertinent portions of the motions calendar transcript follow: 


The court (to counsel for Commissioner) : “You have alleged here 
for 1925 only one thing; Net worth, December 31, 1925; Net worth, 
December 31, 1924: Living expenses, and that is all you have alleged 
to make a computation of unreported income. That, in my opinion, is 
wholly inadequate. If you want to file an amended answer you may 
do so, but this one is inadequate.” 


Counsel for Commissioner: “I would like to draw to the Court’s 
attention that the petitioners in these cases have really been furnished 
extensive information and schedules.” 


The court: “I am not interested in that. I am talking about the 
pleadings.” 

Counsel for Commissioner: “Well, I must admit that so far as the 
pleadings are concerned—” 


The court: “They are inadequate.” 


Counsel for Commissioner: “They would not meet the Court’s re- 
quirements.” 


Counsel for the Commissioner also pointed out that there are 21 
separate dockets in the entire group of cases, and about 200 taxable 
years are involved. The court then granted the Commissioner a six- 
month extension to file amended answers which will comply with the 
Tax Court’s rules or to show cause why appropriate action should not 
be taken. 


The present action by the court on net worth pleadings follows its 
order on a similar motion by counsel in the petitions of Peter and Grace 
Licavoli, Dockets Nos. 58055-58057. In these dockets, the court stated 
in its memorandum to accompany order that, among other things, “the 
taxpayer is entitled to know what the facts are upon which the Com- 
missioner relies to prove fraud so that he can prepare his defense and 
not be taken by surprise.” 
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T HIS ISSUE is devoted to the papers that 
were presented at the Thirteenth Annual 
Federal Tax Conference of the University of 
Chicago Law School. They were prepared 
as a basis for lectures and discussion. The 
panel discussions, which alternated with 
the presentation of papers, were not 
transcribed and are not published. 


The details of the program were planned 
by a committee of attorneys, accountants 
and members of the law school faculty ex- 
perienced in the tax field. The planning 
committee endeavored to select the most 
timely subjects and to have them analyzed 
by men known for their ability and famili- 
arity with these technical aspects of taxa- 
tion. Attention was also directed to policies 
of the Internal Revenue Service and to the 
legislative program of the Treasury. 


PLANNING COMMITTEE 

Frederick O. Dicus (Chairman), Chapman and Cutler 

John Potts Barnes, MacLeish, Spray, Price and Underwood 
Walter J. Blum, Professor of Law, The University of Chicago 


Charles W. Davis, Hopkins, Sutter, Owen, Mulroy and Wentz 


William M. Emery, McDermott, Will and Emery 
William N. Haddad, Bell, Boyd, Marshall and Lloyd 


James D. Head, Winston, Strawn, Smith and Patterson 


Paul F. Johnson, Ernst and Ernst 

Robert R. Jorgensen, Sears, Roebuck and Company 

William A. McSwain, Eckhart, Klein, McSwain and Campbell 

Middleton Miller, Sidley, Austin, Burgess and Smith 

James M. Ratcliffe, Assistant Dean, The University of Chicago Law School 
Frederick R. Shearer, Mayer, Friedlich, Spiess, Tierney, Brown and Platt 
Michael J. Sporrer, Arthur Andersen and Company 
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Current Operations 
in the Chief Counsel's Office 


By HART SPIEGEL 


The author is Chief Counsel, 
Internal Revenue Service. 


T IS A PLEASURE to address this 

convocation of tax lawyers and tax advi- 
sors. I am always gratified when I find 
people who are really interested in hearing 
about taxes. In Washington—certainly in 
social circles in any event—people are con- 
cerned about taxes, but not interested in 
them; they are fascinated by tax problems, 
but not necessarily attracted to govern- 
ment tax lawyers. One lady in Washington 
confided in me that she felt that having an 
Internal Revenue man at a social occasion 
was a little like featuring an undertaker at 
a birthday party. I suppose there is always 
that latent fear that we might, perhaps in- 
advertently, utter an oral, adverse ruling on 
some guest’s favorite duck club. 


In my new role as an apologist for the 
income tax statute, I checked back to see 
whether the law had not elicited some 
favorable comment in the past. I am able 
to report that it has, and, as a lawyer, I feel 
more secure in having found a favorable 
precedent. I had to go back a little way— 
1894, to be specific—to find these words of 
praise; but they were worth it, and I intend 
to rely on them to the fullest extent. In 
1894 one of the supporters of the income 
tax law then being proposed in the House 
of Representatives spoke as follows: 


“The passage of the bill will mark the 
dawn of a brighter day, with more of sun- 
shine, more of the songs of birds, more of 
that sweetest music, the laughter of chil- 
dren well fed, well clothed, well housed. 
Can we doubt that, in the brighter, happier 
days to come, good evenheaded, wholesome 
democracy shall be triumphant? God hasten 
the era*of equality in taxation and in op- 
portunity. And God prosper the Wilson 
bill, the first leaf in the glorious book of 
reform in taxation, the promise of a bright- 
ening future for those whose genius and 
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labor create the wealth of the land, and 
whose courage and patriotism are the only 
sure bulwark in the defense of the Republic.” 


I have sometimes wondered what became 
of that congressman in the elections of 1896. 
In any event, if there are those with similar 
sentiments today, they are more close- 
mouthed about it. 

Having completed a little over a year in 
office, I have selected for comment five 
matters which to me epitomize the state 
of our work in the Chief Counsel’s office: 

(1) the progress which is being made 
in building a career service of informed, 
responsible administrators and lawyers to 
interpret and apply our tax statutes; 

(2) the reorganization of the Chief Coun- 
sel’s office, designed to implement this 
broad goal; 


(3) centralization of the review of Joint 
Committee cases in Washington, D. C.; 

(4) current plans for revision of the 
procedures followed in the promulgation of 
tax regulations and rulings; and 


(5) recent changes in the procedures 
relating to Tax Court litigation. 


Building Career Service 


With respect to the first item, we have 
made continued efforts to maintain a group 
of career lawyers, competent to discharge 
the responsibilities which are imposed on 
the Office of the Chief Counsel—namely, to 
advise the Commissioner of Internal Reve- 
nue and his staff and assistants in respect 
to legal matters and to represent him in 
litigation. 

Let me begin by saying that I believe 
we have come to recognize that the indis- 
pensable ingredient for an equitable and 
proper tax system is informed, responsible 
interpretation and administration of the law. 
While this may sound like a very elemen- 
tary principle, I think we have witnessed 
eras in which it was felt that men were less 
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important than the Jaw; where it was felt 
that predictability and certainty in tax stat- 
utes could only be achieved by statutory 
proliferation and detail; where it was be- 
lieved that laws provide certainty, men 
provide uncertainty; where it was believed 
that predictability is insured by statute, un- 
predictability is the product of human error. 
From this reasoning stems the demand for 
ever more detailed provisions in the tax 
law—provisions designed to limit the area 
of interpretation and synthesis and adminis- 
trative discretion; provisions designed to 
answer our tax questions according to law, 
and not according to the views of men. The 
point I here make was alluded to by Pro- 
fessor Ernest J. Brown in a paper delivered 
before the Committee on Ways and Means 
last fall in connection with its study of our 
existing tax law. Professor Brown made 
the following prescient comment: 


“Fundamentally, it [excessive detailed 
formulation] appears to spring from an 
attempt to eliminate, so far as possible, the 
necessity for responsible administration. 
Experience seems to be demonstrating that 
this is foredoomed to failure. Neither ad- 
ministrators nor judges readily accept the 
anomalous results which elaboration of 
formulation seems inevitably to produce. 
The result is not the passive or mechanistic 
administration which seems to have been 
desired, but an administration which seeks 
to eliminate or reduce anomaly or inequity 
by means of the administrator’s own de- 
vising, means frequently difficult to recon- 
cile with the authority one believes should 
be accorded to statutory language.” 


To my way of thinking, these are truly 
words of wisdom. I am no expert on gov- 


ernment operations or government tax 
policy. I have had one very fruitful year 
as Chief Counsel for the Internal Revenue 
Service, but I lay no claim to having found 
very many answers. But of this much I 
am satisfied: In tax matters, as in many 
other fields, there is no substitute for re- 
sponsible interpretation and administration 
of the law. Laws are not self-executing. 
Statutory proliferation can be pursued end- 
lessly in a feckless hope that some day we 
shall be able to write the law in sufficient 
detail and with sufficient clarity to permit 
a mere mechanistic interpretation and ad- 
ministration. But to the extent we do this, 
we are doomed to failure. Laws are made 
by men, interpreted by men and enforced 
by men; and in this continuous process 
which we call government, there is con- 
tinuous opportunity for the human will to 
assert itself. This is true even in the com- 
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mon law with its slow, seemingly automatic 
accumulation of precedent. It may look to 
a layman like a coral reef, but the legal 
philosopher knows it to be a finely wrought 
cathedral. Similarly, I think our tax statute 
can never dispense with the need for judg- 
ment, discretion and informed administration. 


I realize that the foregoing are not new 
or unique thoughts, but I believe we can- 
not too often reaffirm their validity. In the 
long pull, the efficacy and equity of our tax 
system will depend in great part upon the 
employees who are entrusted with the task 
of interpreting and applying it; and, this 
being true, there is a desperate need for a 
well-trained responsible group of career 
employees who are dedicated to the goal of 
responsible tax interpretation and adminis- 
tration in the interests of the public. In 
this regard, I am happy to point out that 
certain steps have been, and are currently 
being, taken. For example, the Blue Rib- 
bon Career Program of the Internal Reve- 
nue Service, designed to insure a better 
career for those who undertake these im- 
portant responsibilities, has been quite suc- 
cessful. During this past year, as a result of 
legislation, we have been able to obtain 
better Civil Service grades for some of our 
career lawyers. At the last session of Con- 
gress, a 10 per cent increase in appropria- 
tions for the Service was authorized; and 
the recent 7 per cent pay raise helped in 
some critical areas. During the past fiscal 
year, we have succeeded in obtaining a 
Civil Service Grade GS-15 for one top trial 
lawyer in each of our nine regions (this, 
of course, is in addition to comparable 
grades for key supervisory personnel). 


These are the practical, workaday tech- 
niques which will assure us of the kind 
of responsible administration which in the 
long run is the only answer to a sound and 
equitable tax system, and I trust that those 
of you who are here today will, on occasion, 
reflect on the fact that the character of our 
tax system—its equity, adaptability and 
sufficiency—will in great measure depend on 
the people who administer it. Realizing this, 
I hope you will, when the occasion presents 
itself, lend your support to those programs 
designed to assure a high quality of statu- 
tory interpretation and administration, by 
insuring a high quality career for those 
who undertake these important responsibilities. 


In this connection, I would be remiss if 
I did not advert to the signal contribution 
to the work of the Office of Chief Couns-! 
which has been made by the Under Secre- 
tary of the Treasury, Fred C. Scribner, Jr; 
the Commissioner of Internal Revenue, 
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Dana Latham; and the General Counsel of 
the Treasury, David A. Lindsay. The sup- 
port and encouragement which they have 
given to me and to this office have been 
an inspiration to all of us, and I think such 
advances as have been made in building a 
better legal and administrative organization 
are in great part attributable to the fore- 
sight which these men have had and the 
leadership which they have given. I count 
it a high privilege to have been able to 
serve with them in this important work. 


Reorganization 
of Chief Counsel's Office 


The second point I should like to mention 
is the recent reorganization in the Office 
of the Chief Counsel. I direct your atten- 
tion to the chart at page 908. You will 
observe from this chart that the work of 
the office is divided into two broad cate- 
gories—the so-called technical work deal- 
ing with legislation, regulations and rulings, 
and the litigation work encompassing all 
tax litigation for which the Chief Counsel 
is responsible. I might begin by saying 
that in the past week we have just passed 
the 600 mark in our lawyer complement. 
Of these 600 lawyers, approximately 221 
are stationed in the national office in Wash- 
ington. The balance are stationed in our 
regional and branch offices throughout the 
country. Each of the two broad categories 
indicated in the chart—namely, technical 
work and litigation work—is directed by 
an associate chief counsel. 


In connection with this reorganization, 
we have also taken the opportunity to re- 
name certain divisions in order to more ac- 
curately describe the work which is done 
in each of them. For example, the Tax 
Court Division, as its name connotes, is 
responsible for handling Tax Court litiga- 
tion. This division was formerly known as 
the Appeals Division (based on the fact that 
the Tax Court was formerly known as the 
Board of Tax Appeals). The Refund Liti- 
gation Division handles legal maiters in 
connection with tax refund suits (apart 
from the actual trial of refund suits which 
is handled by the Department of Justice). 
For example, in every refund suit the Re- 
fund Litigation Division prepares a defense 
letter to the Department of Justice, setting 
forth the Internal Revenue Service position 
on the facts and the law in the case. For- 
merly, the Refund Litigation Division was 
known as the Civil Division—for reasons 
which have been lost in antiquity. 


The Joint Committee Division, as_ its 
name implies, reviews and prepares cases 
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involving refunds in excess of $100,000 for 
submission to the Joint Committee on In- 
ternal Revenue Taxation of the Congress. 
This division was formerly known as the 
Review Division, a name which apparently 
was based on the fact that it reviewed Joint 
Committee cases. Finally, there is the 
Collection Litigation Division which, gen- 
erally speaking, handles matters involving 
the United States as a creditor, attempting 
to collect taxes already determined to be 
due. Formerly this division was known as 
the Claims Division, apparently on the 
ground that it handled claims of the United 
States against taxpayers (but many who 
were not possessed of the insight to divine 
this subtle shift in parties assumed that, 
because of its name, the division handled 
refund claims). 


I believe it is fair to say that taxpayers 
can now determine what we are doing in 
our various divisions—even though they 
may not necessarily approve of all of it. 


You will observe by the dotted lines that 
the work in the divisions of the national 
office is closely related to that which is 
carried on in the field. As most of you 
know, in great part our work has been 
decentralized. Tax Court cases, collection 
litigation matters, criminal enforcement 
matters and the like are in the first instance 
handled in the field offices. However, our 
specialists in Washington in each of the 
divisions are able to supervise and render 
technical assistance on the work within 
their particular competence, in order to 
insure greater uniformity and a higher level 
of performance throughout the country. 


Centralization of Review 
of Joint Committee Cases 


The third matter I would refer to is our 
handling of Joint Committee cases. As all 
of you know, before any refund in excess 
of $100,000 can be paid, the case must first 
be reported to the Joint Committee on In- 
ternal Revenue Taxation of the Congress, 
of which Colin F. Stam is the chief of staff. 
I for one approve of this requirement. I 
think it gives Congress an opportunity to 
see the trend of cases and the type of work 
which is done in the Service; and I think 
it gives us consistent contact with a respon- 
sible Congressional committee, to the end 
that our application of the statute will be 
in keeping with the intent of those who 
fashioned it. 


However, for many years our Joint Com- 
mittee case work seemed to present an un- 
due amount of difficulty. We concluded that 
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one of the problems was that our field 
offices are not well equipped to review and 
write up Joint Committee cases. Lawyers 
in the field have too many other deadlines 
to meet, with the result that a Joint Com- 
mittee case assigned to a field lawyer tends 
to be completed only when other deadlines 
have been met. Most of these cases are 
complicated ones, involving very substantial 
sums of money. They should be processed 
without interruptions, phone calls and the 
like. Yet, in the field it is almost impossible 
to do this. A lawyer gets halfway through 
a Joint Committee case and then must put 
it aside to try, and to brief cases on a Tax 
Court calendar. By the time that is com- 
pleted, the Joint Committee case is pretty 
well forgotten and much work must be 
redone. 


In order to obviate this difficulty, we 
have, during the current calendar year, 
recentralized all Joint Committee cases. 
This was done in stages. First, cases where 
refunds were in excess of $750,000 were re- 
centralized. Later, the limit was dropped 
to $500,000; then $250,000; and on December 
1 all Joint Committee cases will be processed 
in the national office. 

The results have been most gratifying. 
Our lawyers in the field have been relieved 
of this task, which has given them more 
opportunity to attend to their Tax Court, 
enforcement, alcohol and tobacco tax, and 
collection-litigation matters. We have built 
up in Washington a staff of steady, experi- 
enced lawyers who are able to process these 
cases much more expeditiously. For ex- 
ample, in the fiscal year ended June 30, 
1959, we forwarded 300 cases to the Joint 
Committee. In the fiscal year ended June 
30, 1960, we forwarded 562 cases. Even 
after taking into account a slight increase 
in lawyers devoted to Joint Committee case 
work, this amounted to an increase of 65 
per cent in production per lawyer. Cur- 
rently, cases are being assigned for review 
within 30 days after receipt in the national 
office. This, as many of you know, is 
practically unheard of, and I think it is a 
tribute to the diligence of the lawyers in 
this division and the administrative compe- 
tence of their supervisors. 


Expediting 
Promulgation of Tax Regulations 


The fourth matter to which I would direct 
your attention is a program, currently being 
instituted, which is designed to expedite the 


promulgation of tax regulations. Before 
elaborating on this current arrangement, it 
may be well to look briefly at the history 
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of the regulations work. The history of the 
responsibility for drafting regulations is 
divided into three periods. The first was the 
period prior to June 28, 1934, during which 
period the regulations were drafted in the 
Interpretative Division of the Office of the 
General Counsel for the Bureau of Internal 
Revenue. It apparently was customary to 
designate a committee of three members: 
two from the Office of the General Counsel 
for the Bureau of Internal Revenue, and one 
from the Income Tax Unit of the Bureau. 
These were indeed “the good old days” 
when the preparation of the regulations for 
a new tax act was in large part a “cut-and- 
paste job,” and when three or four highly 
skilled technicians could handle the work. 


The second period from June 28, 1934, to 
August 11, 1952, was the period following 
the creation of the Legislation and Regula- 
tions Division in the Office of the Chief 
Counsel, during which period that division 
was charged with the drafting of the regula- 
tions and worked in collaboration with 
representatives detailed from the administra- 
tive divisions involved. (Certain regulations 
in the alcohol and tobacco tax, excise tax 
area, etc., were drafted in the administrative 
divisions or units concerned and were re- 
viewed in the Office of the Chief Counsel.) 


On August 11, 1952, the Technical Plan- 
ning Division was created in the Office of 
the Assistant Commissioner (Technical). 
Since that time, the drafting of regulations 
has been carried on both in the Technical 
Planning Division in the Office of the As- 
sistant Commissioner (Technical) and in 
the Legislation and Regulations Division in 
the Office of the Chief Counsel; and in either 
event, the regulations have, of course, been 
subject to review by the other divisions and 
also by the Legal Advisory Staff of the 
Treasury Department. 


I think it is fair to say that all of us have 
come to feel that this division of responsi- 
bility—coupled with the enormity of the 
task of preparing new regulations for the 
1954 Code, preparing regulations for a num- 
ber of technical change acts since that time, 
and assisting in the drafting of new tax 
legislation—has resulted in delays which are 
of concern to all of us. 


In an effort to streamline our procedures 
and to establish more clearly defined guide- 
lines for the regulations work, we have, for 
the past year and one-half, been working 
with Professor L. Hart Wright of the Uni- 
versity of Michigan on a series of pro- 
cedural guidelines which we believe will 
eliminate the seriatim review and reworking 
of regulations which have been characteris- 
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tic of past procedures. Under these guide- 
lines, the responsibility for fixing the legal 
posture and the initial drafting of the regu- 
lation will rest in the Office of the Chief 
Counsel, except as to certain regulations— 
such as, procedural regulations, excise tax 
regulations and consolidated returns regula- 
tions—which will continue to be initially 
drafted by personnel in the Technical Plan- 
ning Division of the Commissioner’s office. 


It must be remembered that these regu- 
lations are the Commissioner’s regulations, 
not the regulations of the Chief Counsel. 
In the final analysis, it is the Commissioner 
who must be satisfied that these regula- 
tions will enable him to properly discharge 
his statutory responsibilities; and one of the 
objectives of this new procedure is to in- 
sure that the administrative, procedural and 
practical considerations, which are of major 
concern in the administration of the tax 
laws, are accorded proper weight in arriving 
at the final product. With the guidelines 
which are being established, we believe it 
will be possible for our lawyers to draft 
regulations in concert with the members of 
the Commissioner’s staff, so that the final 
product will be legally sound and adminis- 
tratively feasible; and, as important as 
anything else, we hope to be able to accom- 
plish this without the delays which have 
characterized some of the regulations in the 
past. Of course, no one knows just how 
effective a new procedure will be, but you 
may rest assured that those of us in the 
Chief Counsel’s Office and, I am confident, 
all of those in the Commissioner’s office 
have an abiding desire to work as a team 
to the end that this important work may 
be expeditiously and properly handled. 


Time does not permit any detailed review 
of the guidelines which are being established 
in connection with the issuance of tax rul- 
ings. I merely mention the fact that we 
have also spent a considerable amount of 
time analyzing our procedures in this area, 
and we are currently putting into effect pro- 
cedures which we believe will make effective 
use of the talents of the personnel in both 
the Commissioner’s office and the Office of 
the Chief Counsel to the end that rulings 
may be issued expeditiously and after ap- 
propriate consideration of the legal and 
technical problems involved. 


Tax Court Litigation 


Finally, I should like to say something 
about the procedures which we have re- 
cently instituted regarding the handling of 
Tax Court litigation. Let me begin by say- 
ing that I do not defend tax litigation per 
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se. I think the less we have of it the better. 
At the same time, I think we must accept 
the fact that we cannot hope to solve all of 
our problems by negotiation. Moreover, I 
believe litigation serves a useful purpose 
not only in resolving disputes which cannot 
otherwise be resolved, but also as a means 
of clarifying the law. It serves the same 
purpose which litigation has served in the 
development of the common law—not just 
the filling of gaps in the statute, but also 
the thoughtful exegesis of the statute which 
gives content and meaning to its stark provi- 
sions. A “business purpose” test, fashioned 
in the litigation process, may supply sub- 
stance and meaning to a tax statute which 
can never be adequately supplied by bare 
statutory language. 


I know it will be said that litigation is 
fine for students of the law, for professors 
and even for Chief Counsel—they do not 
have to pay the bill when they guess wrong 
—but that litigation is a very unsatisfac- 
tory tool for building the law, where a 
wrong guess can mean financial disaster to 
the businessman and something approach- 
ing that for his lawyer. I know that clients 
are not fond of alibis. Certainty and pre- 
dictability, without any monkey business, 
are said to be imperative. Moreover, since 
the tax law is supposed to be obeyed by 
180 million people—some of whom do not 
hold advanced degrees in federal income 
taxation—it should be simple enough for 
them to understand. 


All of this is true. As a former tax prac- 
titioner, I believe I have some appreciation 
of this feeling. (Although a friend confided 
in me the other day that if I ever left office 
he thought it would take me about two 
years to “dry out.”) But I suggest that we 
must have a sense of perspective and a 
sense of proportion, and we must recognize 
that some tax litigation is simply a neces- 
sary concomitant of our present tax struc- 
ture. 


Nonetheless, I feel that we should try to 
confine our litigation to useful litigation— 
that is, litigation which is truly necessary 
in order to solve the difficult legal issues 
which are inherent in a taxing system such 
as ours. Only thus shall we use the litigat- 
ing machinery to best advantage. With this 
in mind, let me pass along to some of the 
problems we have in this field. 


A civil tax docket of some 16,400 cases 
(exclusive of some 3,600 collection actions), 
involving disputed tax liabilities of nearly $2 
billion, should command serious considera 
tion by all of us. Better than three fourths 
of this massive amount of civil tax litigatio1 
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is centered in the Tax Court docket of ap- 
proximately 13,000 cases, encompassing as- 
serted deficiencies of about $1 billion plus 
over a quarter of a billion dollars of claimed 
overpayments. Keeping that docket within 
manageable limits is no small responsibility 
for the Internal Revenue Service, and the 
Chief Counsel’s Office and the tax prac- 
titioners must both play a critically important 
role in its accomplishment. 


Thus far, the statistics are not too dis- 
couraging. As of June 30, 1960, there were 
13,040 docketed cases pending in the Tax 
Court. This compares with 13,060 cases on 
June 30, 1959. During the fiscal year ended 
June 30, 1960, 6,490 new cases were docketed 
and 6,541 cases were disposed of. Statis- 
tically we are holding our own. Probably 
we are doing a little better than this, since 
in the Los Angeles office alone something 
over 1,700 dockets represent multiple cor- 
poration cases and over 400 dockets involve 
travel allowance cases; and each category 
may be treated as a group once the law is 
settled. But I believe we must aspire to 
something better than staying abreast of the 
work. Even Alice in Wonderland was ap- 
palled at the thought of constantly running 
to stay in the same place. The heavy work- 
load of cases should be reduced. The prob- 
lem is how to do it. 


First of all, why do we have all these 
cases? Is it because we are pursuing too 
vigorous a litigation policy? Is it because 
we are not settling cases which should be 
settled? Is it because we are demanding too 
much? 


It is hard to give an unbiased answer to 
such questions; but the settlement figures 
indicate that a very high percentage of 
cases are settled, and this is some empirical 
evidence that the Appellate Division and 
our regional attorneys are endeavoring to 
settle as many cases as possible, consistent 
with a proper determination of tax liability. 


Looking at these figures, we find that 
for each case which reaches trial in the Tax 
Court during a given year, 19 cases are 
settled or otherwise disposed of at an earlier 
stage, following the filing of a protest to a 
proposed deficiency;* and for every docketed 
case which is tried on the merits, five are 
settled without trial. To be more specific, 
during the past three fiscal years, while 


* The figures for the last four fiscal years are 
as follows: 

(1) In the fiscal year ended 
with total disposals of 16,285, 
were tried on the merits. 

(2) In the fiscal year ended 
with total disposals of 17,174, 
were tried on the merits. 


June 30, 
only 850 


June 30, 
only 807 


1957, 
cases 


1958, 
cases 


Federal Tax Conference 


16,791 docketed cases were disposed of, only 
2,298, or 13.7 per cent, were disposed of 
after trial on the merits; and during the 
last fiscal year, the trial percentage was 
reduced to 12.7 per cent. 


Moreover, the record of success in tax 
litigation is some evidence that our litigat- 
ing position has not been unduly vigorous. 
Thus, during the last fiscal year, the govern- 
ment prevailed outright in 55 per cent of the 
Tax Court cases decided, sustained the pro- 
posed deficiency in part in 30 per cent of the 
cases, and lost outright in only 15 per cent 
of the cases. These statistics are in line with 
the past five-year average. 


Such statistics, in my judgment, are rea- 
sonably satisfactory evidence that our liti- 
gation problems are not entirely the result 
of blind stubbornness on the part of regional 
counsel or the Appellee Division or of in- 
transigence on the part of taxpayer’s coun- 
sel. The problem is not that we settle too 
few cases, but that we settle too many cases 
too late in the game. We do too much of 
our important work at the eleventh hour. 
Between the time a case is docketed and the 
date the calendar is called, there is normally 
a lapse of at least 12 to 18 months. In my 
judgment, all of us have some responsibility 
to see that this year and a half is used to 
good advantage. While it is true that many 
docketed cases are settled during this period, 
too many are settled in the closing turmoil 
before the calendar is called. In a word, 
I believe both the private practitioner and 
we in the government should strive to 
effect a more orderly disposition of tax 
cases, as opposed to what might be referred 
to as the “last minute scramble method.” 


To this end, the Commissioner and I, 
and our respective staffs, have been working 
on procedures to expedite the settlement of 
tax cases and to facilitate preparation for 
trial of those which cannot be settled. The 
plan which has been developed was pub- 
lished as Rev. Proc. 60-18 in the Internal 
Revenue Bulletin for September 12. I urge 
you to give it your earnest consideration, 
and I bespeak your cooperation. Those of 
you who are here today are recognized 
leaders in the tax field. Your influence and 
example will be indispensable to the effec- 
tive implementation of the procedures being 
adopted. For this reason I sincerely hope 

(3) In the fiscal year ended June 30, 1959, 
with total disposals of 19,789, only 861 cases 
were tried on the merits. 

(4) In the fiscal year ended 


with total disposals of 22,654, 
were tried on the merits. 


June 30, 
only 926 


1960, 
cases 





that all of you will recognize the importance 
of these procedures and will, by your ex- 
ample, assist us in making them work. 


Secondly, let me say that in adopting 
these procedures we have recognized that 
many of the problems in this area are of 
our own making; we are not unmindful of 
our inadequacies, and these procedures are 
in large measure to assure self-discipline on 
our part. Nothing we are proposing is dont 
out of an unseemly desire to assess blame 
or to claim credit. We shall be placing 
added burdens and increased pressure, both 
on the technical advisors in the Appellate 
Division and on the lawyers in the Chief 
Counsel’s Office. I can assure you that we 
shall do everything within our power to see 
that the people in our respective offices 
properly measure up to the responsibilities 
which are being assigned to each of them. 


To bea little more specific: In Rev. 
Proc. 60-18 we have endeavored to insure 
that the relevant dates in the life cycle of 
a docketed Tax Court case will be accorded 
the significance which they deserve. These 
dates might generally be described as the 
date of docketing, the date the trial status 
request is received (normally about six 
months in advance of trial), the date the 
calendar is published (normally about three 
months in advance of trial), and, finally, 
the date of the Tax Court session. The pur- 
pose of the new procedure is to encourage 
settlement efforts during the period between 
the docketing of a case and the date the 
calendar is issued, and to reserve the period 
following the issuance of the calendar pri- 
marily for trial preparation by both parties. 


As soon as a case is docketed, we are 
instructing our attorneys to recognize the 
case as a potential trial and to commence 
to familiarize themselves with the facts and 
the applicable law, so that they may, from 
that point on, participate in and contribute 
to any settlement discussions which may 
be had. We hope to insure that during this 
period preceding the issuance of the calen- 
dar, adequate opportunity will be accorded 
every taxpayer to settle his case on a basis 
consistent with the informed judgment of 
both the Appellate Division and regional 
counsel, and we want to make certain that 
taxpayers know they have this opportunity 
and that our lawyers and the technical ad- 
visors are equipped by their knowledge of 
the facts and the law to properly weigh any 
settlement proposals which may develop in 
this period. 


In order to insure a timely checkup on 
the status of the cases, we propose to ac- 


cord to the trial 
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status request normally received about six 
months in advance of trial. If a case has 
not been settled by that time, we expect to 
have regional counsel and the Assistant Re- 
gional Commissioner (Appellate) or the 
Associate Chief meet immediately to review 
the cases still unsettled, to determine whether 
any further settlement conferences are war- 
ranted and to be certain that no reasonable 
settlement opportunities have been left un- 
explored; and during the period between the 
issuance of the trial status request and the 
issuance of the Tax Court calendar, we 
earnestly believe that the bulk of the cases 
which are susceptible of settlement should 
be disposed of on a mutually satisfactory 
basis. 


By the time the calendar is issued (nor- 
mally about three months in advance of 
trial), it is the view of the Internal Revenue 
Service that a taxpayer who is interested 
in settling his case should have adequately 
explored this possibility; and that after the 
calendar is issued, preparations for trial 
should be made with earnestness and pur- 
pose by all parties concerned. To this end, 
it is proposed that taxpayers whose cases 
have not theretofore been settled or referred 
to regional counsel for defense will be ad- 
vised that the files have been referred to 
regional counsel for the purpose of prepar- 
ing the case for trial and that taxpayer’s 
counsel should be prepared to stipulate all 
facts susceptible thereto, as required by 
Rule 31(b) of the Tax Court, in order that 
the case may be tried as expeditiously as 
possible. 


This is not to say that no case can be 
settled after the trial calendar is issued, 
since proposals for settlement, as opposed 
to requests for prolonged or repeated settle- 
ment discussions, always will be considered. 
But it is to say that we believe that the 
emphasis in the last three months before 
trial—that is, the period between issuance 
of the calendar and the Tax Court session— 
should be devoted primarily to getting the 
case ready for trial and not to repetitive 
settlement negotiations, so that if the case 
is to be tried, it will be presented to the 
court in a professional and workmanlike 
manner. It is our belief that taxpayers who 
are seriously interested in settling thei: 
cases should take advantage of the period 
between the docketing of the case and th: 
date the calendar is published to adequatel, 
explore settlement possibilities; and that i! 
a case cannot be settled in the year and ; 
half preceding issuance of the calendar, w 
should devote our primary efforts there- 
after to trial preparation. 
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In short, we are interested in settling tax 
cases early. We are taking measures to in- 
sure that those taxpayers who are similarly 
inclined will have their cases promptly, 
fully and jointly considered by Appellate 
Division and regional counsel, and will be 
able to settle their cases and avoid the 
delays of trial preparation and the uncer- 
tainties of trial. We trust that in years to 
come it will be an axiom of the tax prac- 
titioner that if a case can be settled, it is 
better to settle it early rather than late. 
We trust that the members of the Section 
of Taxation will recognize this proposal as 
an earnest effort on the part of the Service 
to provide better, fairer and more careful 
consideration to settlement possibilities in 
docketed tax cases—and more thorough 
trial preparation for those cases which are 
not settled. 


When I was practicing tax law in San 
Francisco a year ago, it seemed to me the 
grass on the other side of the fence looked 
awfully green. The government lawyers 
wrote the regulations—they had all these 


presumptions—how could they miss? But 
having grazed in this other pasture for a 
year, I am beginning to wonder whether my 
perception was accurate. Now I see a great 
mass of tax controversies and litigation, at- 
torneys handling dockets of 100 or 150 
cases, with the taxpayers supplying the 
witnesses. I have concluded that where the 
tax law is involved, no one has a monopoly 
on problems. 


But I am not in the least discouraged. 
I count it a high privilege to represent the 
government in these matters, because I 
believe they are of critical importance. We 
rely heavily on the self-assessment system 
in this country, and I believe it is a re- 
sponsibility of all of us to see that that 
system works. I assure you that the organi- 
zation and operation of the Chief Counsel’s 
Office and the procedures which we are 
trying to develop have as their only object 
the more fair and perfect functioning of our 
tax system. I ask all of you to join with us 
in this high endeavor. [The End] 





Tides and Tenets 
in Tax Fraud Prosecutions 


By PAUL P. LIPTON 


The author is a member 
of the Milwaukee, Wisconsin bar. 


[° HAS BEEN aptly observed that our 
system of justice “rests on the concep- 
tion of impersonality in the criminal law.” * 
Obviously, this concept demands that every 
possible effort be made to apply the criminal 
laws uniformly. Equally important to our 
criminal jurisprudence, however, is the doc- 
trine that the criminal laws should be used 
sparingly and construed narrowly. Unfor- 
tunately, recent trends in tax fraud prosecu- 
tions indicate that these cardinal tenets are 
not being carefully observed in the admin- 
istration of the criminal sanctions of the 
revenue laws. 


2Mr. Justice Black, dissenting in Berra v. 
U. 8., 56-1 ustc { 9480, 351 U. S. 131, 140. 
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Although uniformity is highly desirable, 
it may be exceedingly difficult to achieve 
in applying the criminal provisions of the 
Internal Revenue Code. Much of the diffi- 
culty is attributable to the imprecise lan- 
guage of the statutes defining crimes against 
the revenues. Section 7201 of the Code, for 
example, punishes attempts in any manner 
to evade or defeat any tax. The statute is 
so broad, vague and indefinite that some 
able lawyers have contended that it is un- 
constitutional. 


No one can presently predict with anv 
confidence what acts may be construed as 
constituting the statutory crime of tax eva- 
sion. Even the degree of certainty once 
derived from judicial decisions is disappear- 
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ing as the government presses for and obtains 
broader interpretations from the courts.’ 


Other obstacles to the attainment of true 
uniformity in tax prosecutions require only 
brief mention. Under present audit proce- 
dures of the Revenue Service, the vast ma- 
jority of income tax returns are merely 
verified for mathematical accuracy. Even 
when a return is audited, the probability of 
criminal fraud charges being asserted de- 
pends largely on the ability, ingenuity, ex- 
perience, zeal and basic philosophy of the 
examining revenue agent. Moreover, the 
investigating agents and reviewing officials 
have almost unlimited discretion in deter- 
mining which cases shall be prosecuted and 
which shall be settled, without any mean- 
ingful administrative standards to guide them. 


In the face of these inherent difficulties, a 
reasonable degree of fairness, consistency 
and equality will be achieved only if crimi- 
nal prosecution is reserved for substantial 
and flagrant clear-cut cases. 


Shift to Deterrence 


Prior to 1952, criminal prosecutions ap- 
parently were instituted on a highly selec- 
tive basis and normally were limited to cases 
involving flagrant evasion. The emphasis 
then was on the collection of evaded taxes, 
and not deterrence. Tax evaders could es- 
cape prosecution if they voluntarily disclosed 
their fraud prior to the initiation of an in- 
vestigation. Even without a timely. volun- 
tary disclosure, individuals of good reputation 
could generally avoid prosecution by co- 
operating fully with the agents. 


After the tax scandals were exposed in 
1951, enforcement policies were re-examined. 
The Treasury Department feared that the 
disclosures of corruption in the administra- 
tion of the revenue laws would adversely 
affect tax collections. To maintain public 
confidence and deter potential evaders, many 
changes were instituted, including the aban- 
donment of the voluntary disclosure policy.’ 


Early this year the Justice Department 
announced that there had been increasing 
emphasis on “the development of cases of 
substance and significance for deterrent effect” 
and that “more and more attention is being 
paid to cases which will have an impact be- 
yond the immediate factual situation.” * 


2 See, for example, U. 8S. v. Beacon Brass Com- 
pany, 52-2 ustc { 9528, 344 U. S. 43; Lipton, 
‘*Trends in Tax Fraud Investigations and Litiga- 
tion,’’ 34 TAXES 267, 269 (April, 1956). 

For a discussion of these changes and the 
voluntary disclosure policy, see Lipton, ‘‘Prose- 
eutions for Tax Evasion—New Policies and Pro- 
cedure,’’ 30 TAXES 350 (May, 1952). 
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These objectives would be implemented, the 
report indicated, by more effective enforce- 
ment against persons claiming false and 
fictitious dependency exemptions and by the 
prosecution of taxpayers willfully omitting 
dividend and interest income from their re- 
turns. The Department emphasized that 
these cases, though individually concerned 
with small amounts, in the aggregate have 
a substantial impact on the revenue. 


*“‘Peanut'’ Prosecutions 


In contrast to the situation that existed 
for many years, disallowed deductions now 
frequently provide the sole basis for tax 
evasion prosecutions. This development re- 
sulted from the discovery by the Revenue 
Service that taxpayers were resorting to 
new techniques of tax evasion, including the 
falsification of invoices and similar skul- 
duggery. Even in situations where personal 
items have been openly charged as business 
expenses, prosecutions are now being under- 
taken if the amounts involved and the char- 
acter of the charges indicate a sufficiently 
flagrant practice. Years ago, in the absence 
of obvious efforts at concealment, such cases 
presented little danger of prosecution or, 
for that matter, the imposition of civil fraud 
penalties. 


Undoubtedly, the disallowance of personal 
items deducted as business expenses will 
continue to be a prime target for tax prose- 
cutions. It is also likely that the criminal 
sanctions will be applied in cases involving 
improper deductions for travel and enter- 
tainment expenses, an impropriety that once 
might have produced no more than a negli- 
gence penalty. Should the trend continue, 
it is inevitable that the amount of tax evaded 
will become increasingly unimportant. 


There are already informal reports from 
many sections of the country that the gov- 
ernment is now “scraping the bottom of the 
barrel” in its tax prosecutions. In part, this 
impression is attributable to the tax drives 
mentioned above. There is reason to be- 
lieve, however, that the Revenue Service has 
been relying on “peanut” cases to fill the 
gap that has resulted from the failure to 
uncover a sufficient number of cases involv- 
ing substantial evasion.® 


In July, 1955, an advisory group of pri- 
vate practitioners reported to the Joint Com- 


* Department of Justice News Release, Janu- 
ary 4, 1960; CCH Standard Federal Tax Reports 
(1960 Ed.), {| 8784. 

5See Janko v. U. 8., 60-2 ustc { 9580 (CA-8) 
The tax evaded was $134 for 1954 and $264 in 
1955 and 1956, and resulted from the disallow 
ance of dependency exemptions for Janko's ow: 
children. 
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mittee on Internal Revenue Taxation that 
enforcement activities of the Service were 
at “a low ebb.”* The report asserted that 
the Service’s “production quota” system was 
resulting in cursory examinations. Obvi- 
ously, such examinations are not conducive 
to the discovery of fraud. In view of the 
tremendous acceleration in the audit pro- 
gram since 1955, there is no reason to be- 
lieve that tax examinations are presently 
more effective in uncovering irregularities. 


Deterrence v. Uniformity 


Prosecutions for petty tax evasion are 
supposedly justified by the deterrent effect 
of such action. Substantial amounts of reve- 
nue undoubtedly are being lost in this area, 
and the prevention of future losses is essen- 
tial. It is not likely, however, that any 
appreciable deterrent effect will be attained 
unless the prosecutions for petty evasion be- 
come almost as numerous as those for traffic 
violations. Short of such extreme measures, 
most taxpayers will conclude that the de- 
fendant in a case involving small amounts 
must have been a disreputable character or 
one who stubbornly refused to pay what 
he owed. Very few taxpayers will identify 
themselves, or their petty tax pilfering, with 
the defendant and his crime. Hence, the 
collection of the lost revenues must depend 
eventually on improved taxpayer education 
and intensified investigative efforts. 


Even assuming that a prosecution pro- 
gram aimed at the petty evader would have 
a significant deterrent effect, it could not 
be implemented at this time without doing 
violence to considerations of fairness and 
uniformity. Taxpayer education has not yet 
reached the point where there is universal 
recognition of the obligation to file an in- 
come tax return that is completely accurate 
in all respects. There is widespread feeling 
that audit procedures are unfair and that 
everyone exaggerates a little or has some 
loophole which gives him a special tax ad- 
vantage. Relatively few of those who do 
take undue liberties with their returns real- 
ize that their acts may constitute a criminal 
offense. Many others excuse their conduct 
though rationalizations that would rarely 
constitute legal justification. 


Inevitably, a selected few will suffer the 
severe stigma of a felony conviction for con- 
duct no worse than that of countless others 
who go unpunished. The irony of the 
situation is that the contrite, cooperative 
taxpayer will be prosecuted, whereas the 


® The Internal Revenue Service—Its Reorgan- 
ization and Administration (July 25, 1955), p. 6. 
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taxpayer who offers an outlandish explana- 
tion that cannot be disproved, or who wisely 
says nothing, probably will avoid prosecution. 


Criminal Liability 

Common sense, as well as the common 
law, requires that the criminal statutes be 
used sparingly and construed narrowly. Be- 
cause the language of the statute is vague 
and general, it is particularly important that 
this principle be observed in the application 
of Section 7201 of the Internal Revenue 
Code. 

In the civil tax field, the administration 
of the revenue laws has evidenced a con- 
tinuing effort to obtain judicial interpreta- 
tions closing loopholes or eliminating areas 
of uncertainty in the laws. Most tax law- 
yers believe that the solution of these prob- 
lems should be restricted to Congressional 
action. Regardless of what may constitute 
sound litigation techniques and policies in 
the civil tax field, however, there is no valid 
justification for using the criminal sanctions 
in the same manner. 


Unless there is a firmly established legal 
basis for concluding that there has been an 
understatement of income, a prosecution for 
tax evasion should not be undertaken. Un- 
fortunately, in criminal tax cases, commonly 
accepted concepts of taxability have often 
been ignored or rejected, even by appellate 
courts.’ Difficult technical issues essential 
to a determination of the existence of a tax 
liability have been left to the jury for solu- 
tion, or have been completely obscured 
through the use of the net worth method 
of reconstructing income. Frequently, the 
existence of a deficiency has depended upon 
such issues as the validity of a partnership, 
the availability of earnings and profits, or 
the proper basis of accounting. 


On one occasion, at least, a district court 
was alert to the inequity of a criminal prose- 
cution in which the jury was required to 
make a technical determination of the tax 
liability. Hyman Harvey Klein and his 
many associates had been indicted for tax 
evasion on the government’s contention that 
a series of foreign corporations were shams 
used to escape taxation. Dismissing these 
counts of the indictments, Judge Sugarman 
said: 


“But the government . would have a 
lay jury in a criminal prosecution in essence 
make the type of allocation heretofore re- 
served for the technical skill of the Secre- 


™See, for example, Davis v. U. 8., 55-2 ustc 
1 9685, 226 F. 2d 331 (CA-6), cert. den., 350 U. S. 
965 (1956). 
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tary of the Treasury in determining a civil 
liability for tax. deficiency. So novel and 
unconscionable a procedure, this court sum- 
marily rejects. Even the technical skill of 
the Secretary has been repeatedly success- 
fully challenged and the decisions still 
leave the question far from resolved.” *® 


Prosecution of Embezzlers 


In view of the Supreme Court’s decision 
in Commissioner v, Wilcox? excluding em- 
bezzled funds from taxable income, it is 
difficult to justify criminal prosecution against 
embezzlers failing to report their ill-gotten 
gains as income. Nevertheless, the govern- 
ment has persisted in bringing such actions. 
In the near future the Supreme Court, hav- 
ing granted certiorari in the James case,” 
must decide whether to uphold or overrule 
Wilcox. 


The government has attempted to justify 
criminal tax prosecutions against James and 
other embezzlers on the ground that the 
Wilcox case was in essence overruled when 
the Supreme Court decided, in Rutkin v. 
U. S..™ that extorted funds were taxable. 
This, however, does not explain the lack of 
respect for Wilcox evidenced by Rutkin’s 
prosecution. Unquestionably, the decision 
in Rutkin does cast doubt on the validity 
and vitality of Wilcox, but efforts to over- 
throw Wilcox could and should have been 
confined to civil proceedings. Had this been 
the case, the Supreme Court would not now 
be faced with the unfortunate necessity of 
deciding a basic principle of taxability in 
a criminal case. 


Both Rutkin and James achieved their 
unenviable place in Supreme Court history 
as the result of the federal government’s 
long-standing policy of using the criminal 
sanctions of the revenue laws to punish 
individuals guilty of serious violations of 
local laws. Indeed, during the early history 
of the administration of the income tax, 
court dockets of criminal tax proceedings 
read like a “Who’s Whoodlum” of the United 
States. Although the great majority of con- 
victed tax evaders in recent years have been 


8U. 8. v. Klein, 56-2 ustc { 9628, 139 F. Supp. 
135, 140 (DC N. Y., 1955), aff'd, 57-2 usre { 9912, 
247 F. 2d 908 (CA-2). 

® 46-1 ustc { 9188, 327 U. S. 404. 

0 U, S. v. James, 60-1 ustc {§ 9158, 273 F. 2d 
5 (CA-7, 1959), cert. granted, May 16, 1960. 

1 52-1 ustc { 9260, 343 U. S. 130. 

122 See report cited at footnote 4. Rutkin ap- 
parently belonged in the organized criminal 
category, whereas James, who had been con- 
victed of embezzling union funds, may have 
been tagged as a labor racketeer. 
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business and professional people of previ- 
ously good reputation, the Department of 
Justice recently conceded that “special atten- 
tion” continues to be given “to the field of or- 
and to labor racketeering.” ” 


ganized crime... 


Hoodlum Prosecutions 


On April 10, 1958, the Attorney General 
of the United States announced that all 
federal law enforcement agencies would con- 
centrate their investigative efforts on a 
secret list of 100 public enemies.” In Janu- 
ary, 1959, the United States District Court 
for the Northern District of Illinois ordered 
the clerk of court to impanel a special grand 
jury. The press reported that the special 
grand jury represented the Chicago phase 
of the drive against notorious hoodlums. 
According to the same report, statements 
made by “Accardo and other gangsters” to 
government officials or agencies were being 
studied by the investigators in an effort to 
uncover untruths that would permit prosecu- 
tion under the statute punishing false state- 
ments.“ 


On April 25, 1960, a three-count indict- 
ment was returned against Anthony Joseph 
Accardo, charging him with violating Sec- 
tion 7206(1) of the Internal Revenue Code.” 
In substance, Accardo was indicted for 
falsely claiming automobile expense deduc- 
tions totaling $3,994.93 over a three-year 
period. Newspaper articles reporting the in- 
dictment said that Accardo was “headed for 
trial on a ‘peanuts’ income tax cheating 
charge,” and quoted Accardo’s special prose- 
cutor as saying that the case was the first 
instance in which an indictment alleging 
illegal business deductions had been brought 
against a reigning gang chief.” Contrasting 
the prosecution of Al Capone for evading 
substantial amounts of income tax, a Chi- 
cago newspaper charged editorially that 
“Accardo is being prosecuted because he is 
a top syndicate hoodlum, and not merely 
because he claimed a deduction subject to 
question.” ™ 


Government officials have both admitted 
and denied that the standards used in rec- 


133 New York Times, April 11, 1958. A syn- 
dicate columnist reported recently that 50 out 
of the 100 designated hoodlums had been con- 
victed or were under indictment on federal 
charges. (Victor Riesel, Milwaukee Sentinel, 
November 10, 1960.) 

4% Chicago Tribune, January 19, 1959. 

*U.S. D. C., N. D. Ill, No. 60 CR 189. [After 
this article was submitted for publication, the 
jury returned a verdict of guilty on Novem- 
ber 11.—Ed.] 

% Chicago American, April 27, 1960; Chicago 
Daily News, April 26, 1960. 

11 Chicago Daily News, April 28, 1960. 
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ommending prosecution of hoodlums and 
other undesirables are not the same as those 
used for more reputable individuals.* Actu- 
ally, it is fairly well known that convictions 
of notorious gangsters and racketeers have 
been obtained in tax cases where the gov- 
ernment agents, reviewers and prosecutors 
all recognized that there was a paucity of 
proof establishing guilt. Needless to say, all 
of the nefarious activities of the defendants 
were brought out in the trial of these cases, 
making acquittal virtually impossible re- 
gardless of the legal sufficiency of the proof 
of guilt on the tax charge.’ 


New Weapons 


During earlier phases of the campaign 
against criminals, the government was in- 
clined to restrict prosecution to cases in- 
volving substantial tax evasion. Occasionally, 
a conspiracy count was added to bolster the 
case. The Accardo prosecution, however, 
demonstrates that the government is no 
longer content to confine prosecution of 
undesirables to instances of flagrant tax 
evasion and that it will resort to any avail- 
able statutory weapon in its effort to convict. 


Neither Section 7206(1) of the 1954 Code 
nor its predecessor—1939 Code Section 
3809(a)—has been widely used. In the ab- 
sence of authoritative judicial interpretations, 
the scope of the statute relating to false 
statements in tax returns cannot be safely 
delineated. Proof of an intent to evade tax 
probably is not an essential element of the 
offense covered by this section. Moreover, 
the government undoubtedly will contend 
that guilt may be established even though 
there is no actual understatement of tax. 
Potentially, therefore, Section 7206(1) is a 
very dangerous weapon, and poses the 
threat of prosecution for a misstatement on 
a tax return amounting to little more than 
a technical falsehood, 


In the Accardo prosecution, the govern- 
ment apparently concluded that the provi- 
sions of Section 7206(1) of the Internal 
Revenue Code and those of the general false 
statement statute (18 USC 1001) are mu- 
tually exclusive. Although Section 1001 
punishes the willful making of a false state- 


%In 1951, a Revenue Service attorney said 
that racketeer cases were ‘‘moving forward on 
the basis of a prima facie case. In that case, 
if we put them in court, the jury knows what 
to do with them.”’ (Hearings on Proposals for 
Strengthening Tax Administration, Committee 
on Ways and Means (1952), p. 117.) Subse- 
quently, however, a Justice Department official 
stated: ‘‘The standards by which the evidence 
is judged remain the same. The rack- 
eteer has only himself to blame for the position 
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ment or representation in any matter within 
the jurisdiction of a department or agency 
of the United States, the use of this section 
in tax matters has been confined to false 
statements made to agents of the Internal 
Revenue Service during an investigation. 


In addition to false statement charges, 
which will be discussed more fully below, 
there is evidence of an increasing reliance in 
tax prosecutions upon the much-maligned 
conspiracy charge. An occasional indictment 
has even gone to the extreme of alleging a 
conspiracy to make false statements.” 


In the previously mentioned Klein case,” 
the indictment included the exceedingly 
vague charge of conspiring to defraud the 
United States in any manner. Although the 
defendants were acquitted by the trial court 
on charges of tax evasion and conspiracy to 
evade taxes, they were convicted for con- 
spiring to defraud the United States by im- 
peding, impairing, obstructing and defeating 
the function of the Treasury Department in 
the collection of taxes. In the language of the 
trial judge, the defendants were on trial 
for conspiring “to throw sand in the govern- 
ment’s eyes.” ™ 

Professor Goldstein, writing in the Yale 
Law Journal, wryly observed that “liability 
could exist even if the Government was not 
looking at the time the sand was thrown 
and even if it turned out that, because there 
was no tax liability, there was nothing to 
hide,” * 


False Statement Charges 


The successful prosecution of Mickey 
Cohen may have established a precedent 
that encouraged the subsequent widespread 


use in tax cases of the “false statement 
statute.” In addition to the false statement 
charge, Cohen had been indicted on five 
counts of income tax evasion. The tax eva- 
sion charges, however, were predicated 
upon net worth determinations which may 
not have rested on a sufficiently solid 
foundation. At the time Cohen was tried, 
various appellate courts had expressed some 
dissatisfaction with application of the net 
worth method in criminal tax cases, and 
the Supreme Court had not yet settled the 


in which he finds himself.’’ Luce, ‘‘Prosecutions 
for Tax Evasion: New Policies and Procedure,”’ 
Proceedings of Marquette Fourth Annual In- 
stitute on Federal Taxation (1954), p. 10. 

1” Forman v. U. S8., 58-2 ustc { 9830, 259 F. 2d 
128 (CA-9). 

2° Cited at footnote 8. 

21139 F. Supp., at p. 139. 

22 Goldstein, ‘‘Conspiracy to Defraud the 
United States,’’ 68 Yale Law Journal 405, 434 
(1959). 
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law." This may have induced the govern- 


ment to frame the additional count charging 
that Cohen’s accountant had submitted a 
net worth statement falsely overstating 
Cohen’s borrowings. The jury convicted on 
all counts. On appeal, the government relied 
principally on the false statement count. 
The court of appeals upheld the conviction 
on this charge and found it unnecessary to 
review the tax evasion charges.™ 


Since the Cohen case, indictments charg- 
ing defendants with making false statements 
to revenue agents have been fairly numer- 
ous. Almost without exception, the false 
statement charges have been brought against 
hoodlums and pimps. As a result, the courts 
have been required to determine the scope 
of Section 1001 in cases involving defendants 
with bad reputations. It is also unfortunate 
that the defendants frequently have failed 
to either raise or brief important issues of 
statutory construction which have been 
presented. 


In Cooper v. U. S..™ for example, the de- 
fendant was indicted and convicted of falsely 
denying to the investigating agents that he 
had received income from prostitutes. The 
defendant’s appellate court brief discloses 
that the applicability of Section 1001 was 
not questioned. The indictment should have 
been challenged, however, in view of some 
earlier cases holding that an exculpatory 
denial made to a criminal investigator does 
not constitute an offense under the false 


statement statute. In U. S. vu. Phillippe, 
where the issue had been raised, the court 
dismissed an indictment charging that the 
defendant had falsely denied to revenue 
agents that he had received cash, currency 
or kickbacks from caterers. 


From.a legal standpoint, it is exceedingly 
doubtful that a false oral statement made by 
a taxpayer during an informal discussion 
with an investigating agent is punishable 
under Section 1001, even if it does not con- 
stitute an exculpatory denial. Moreover, 
from a practical standpoint, the unfairness 
and the possibilities of abuse connected with 
such prosecutions are manifest. As the 
Supreme Court noted in Holland v. U. S..* 
the taxpayer who is confronted with an 
apparent deficiency by a revenue agent may 
be “more concerned with a quick settlement 
than an honest search for the truth.” 


Conclusion 


The foregoing brief survey of recent 
trends in tax fraud prosecutions gives ample 
grounds for questioning the fairness of 
present policies. There is reason, also, to 
consider critically the wisdom of a policy 
which not only permits but apparently en- 
courages the determination of important 
principles of taxability in criminal prosecu- 
tious. Equally disturbing is the resort to 
prosecution techniques which evidence an 
unbecoming zeal to convict. [The End] 


Taxpayers and Taxable Entities: 


Definition and Classification 
By WILLIAM A. CROMARTIE 


The author is a member of the 
Chicago law firm of Hopkins, Sutter, 
Owen, Mulroy and Wentz. 


ODAY, in any literature dealing with 
federal income taxes, we are bombarded 
with a stream of words and phrases which 


23 See Holland v. U. 8., 54-2 uste { 9714, 348 
U.S. 321. 

4 Cohen v, U. 8., 53-1 ustc { 9165, 201 F. 2d 
386 (CA-9), cert. den., 345 U. S. 951 (1953). 
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purport to describe various taxable entities. 
In addition to the individual, the corpora- 
tion, the partnership, the estate, the trust 
and the association, all of which have 
been with us since the enactment of the 
Sixteenth Amendment, we now hear in- 
creasingly of the limited partnership, the 
partnership association, the joint venture, 


25 60-2 ustc {| 9699 (CA-9). 


26 59-2 ustc {| 9654, 173 F. Supp. 582 (DCN. Y.). 
% Cited at footnote 23, at p. 128. 
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the syndicate and the pool. As if this were 
not enough, we even have sole proprietor- 
ships and partnerships which may elect to 
be taxed as corporations* and corporations 
which may elect to be taxed as partnerships.’ 
In the corporate field alone, we have the 
Western Hemisphere trade corporation, the 
small business investment companies, regu- 
lated investment companies, personal hold- 
ing companies, insurance companies, the 
whole stable of exempt corporations, etc. 


Just where does this multitude of entities 
fit into the scheme of federal income taxes? 


Taxing Provisions of Code 


Let’s start with the taxing provisions of 
the Internal Revenue Code and see what it 
actually taxes. The basic classification of 
taxpayers made by the Code is to be found 
in the sections which levy the tax. Part I 
of Subchapter A imposes a tax upon every 
individual, while Part II of the same sub- 
chapter imposes a tax upon every corpora- 
tion. There are no exclusions in the taxing 
provision dealing with individuals. The 
provision taxing corporations does provide 
for certain exclusions. These are as follows: 
mutual savings banks conducting life insur- 
ance business, insurance companies gener- 
ally, regulated investment companies and 
real estate investment trusts, and foreign 
corporations not engaged in business in the 
United States. These excluded corpora- 
tions are taxed under special provisions of 
the Code—special provisions which deal 
only with the particular kind and class of 
corporation referred to. 


Thus, we find that there are two basic 
taxable entities under the Code—the indi- 
vidual and the corporation. The scheme of 
the statute is such that every other business 
form or entity dealt with is subjected either 
to the tax imposed upon individuals or to 
the tax imposed upon the corporations. 
Where variations are needed, they are 
usually obtained by affording special treat- 
ment to items of income or granting special 
deductions to the particular class of tax- 
payer involved. 


The individuals subject to tax under Part 
I of Subchapter A are all those who are 
citizens of the United States regardless of 
their residence; all those who are residents 
of the United States regardless of their citi- 
zenship; and, finally, all those nonresident 
aliens who derive income from sources 
OS agg: Revenue Code, Subchapter R (Sec. 


? Code, Subchapter S (Secs. 1371-1377). 
8 Code Sec. 911. 
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within the United States. Some persons 
otherwise falling within the classification 
described above may be exempted or ex- 
cluded from those subject to tax. This may 
be done either by statute enacted by Con- 
gress or by treaty negotiated with a foreign 
government. For example, a United States 
citizen who is a bona-fide resident of a 
foreign country is exempt—by statute— 
from tax upon his earned income from 
sources without the United States* <A 
Canadian citizen who is a resident of the 
United States is exempt—by treaty—from 
United States tax upon certain income taxed 
by Canada.‘ 


The same general principles apply to a 
corporation subject to tax under Part II 
of Subchapter A. Those corporations which 
are organized or created in one of the 50 
states of the United States or in the District 
of Columbia are taxable upon the whole of 
their income. A foreign corporation en- 
gaged in a trade or business within the 
United States is—by statute "—taxable only 
upon gross income from sources within the 
United States, while a foreign corporation 
not engaged in a trade or business in the 
United States is taxable only upon fixed 
or determinable annual or periodical income 
from sources within the United States.® 


All other business units, organizations 
and entities are fitted into the two catego- 
ries referred to above. Historically, the 
partnership, while viewed as an income- 
computing and reporting entity, has not, 
except for one brief period, been treated as 
a taxpayer. The income of the partnership 
is reported by the individual copartners in 
their individual returns and the tax paid 
upon this income in this manner. Included 
with the partnership we have generally 
found the limited partnership, joint venture, 
group, pool and syndicate. I emphasize the 
word “generally.” The trust and estate have 
always been treated as separate entities, 
taxable—with special exceptions in comput- 
ing income and deductions—in the same 
manner as an individual. In the corporate 
area, we have generally found the associa- 
tion, joint stock company and insurance 
company. In addititon, on occasions we 
have found the trust, the syndicate and, in 
some instances, even the partnership treated 
as though it were a corporation and taxed 
as such. 


What’s the problem anyway? Most of us 


can tell a corporation from a partnership, 
a partnership from a trust and a trust from 


4 For example, Art. VI, United States-Canadian 
tax treaty. 

5 Code Sec. 882(b). 

® Code Sec. 881. 





an association. In many instances, local law 
catalogues these for us; if it doesn’t, we 
can refer to the case law of the local juris- 
diction and make that determination. The 
problem is that this is not permitted for 
federal income tax purposes. The local law 
classification does not govern for federal 
income tax purposes.” Local law is the law 
which is to be applied in determining the 
rights of the individuals making up the 
group, as to the public at large, among 
themselves, and with respect to the assets 
of the organization. But its cataloguing is 
not binding for federal tax purposes. We 
must then rely upon a general common law 
concept of what constitutes a particular 
kind of entity. This is, as we well know, 
subject to change when courts feel that 
changing times and circumstances require 
it. It also affords a potent weapon which 
the tax collecting agency—with the assist- 
ance of the courts—may count upon to 
strike down what appear to be tax avoid- 
ance schemes. In and of itself, this prob- 
ably is not a bad approach if it is used with 
restraint. It is, one must admit, susceptible 
to abuse and is capable of creating con- 
siderable havoc. We need but recall the 
chaos created by the Tower, Lusthaus and 
Culbertson decisions in the family partner- 
ship area which necessitated Congressional 
enactment in 1951 of Section 191 to the 1939 
Code (now Section 704(e), 1954 Code). 


Congress has not only seen fit to encom- 
pass all taxable entities within two general 
categories, but it has also decided to define 
these particular categories by analogy rather 
than by setting forth specific criteria. For 
example, it has defined the term “corpora- 
tion” to include associations, joint stock 
companies and insurance companies* but 
has spelled out none of the criteria of a 
corporation. It has defined the term “part- 
nership” as including “a syndicate, group, 
pool, joint venture, or other unincorporated 
organization, through or by means of which 
any business, financial operation, or venture, 
is carried on, and which is not ...a 
trust or estate or a corporation be 
It does not even attempt to define a trust 
or an estate even though a subchapter of the 
Code is devoted to the rules applicable to 
the taxation of the estate and trust. 


It has then fallen upon the Internal Reve- 
nue Service and the courts to set forth 
whatever criteria are appropriate in classi- 
fying the various business organizations 
with which one must deal. On the whole, 
this has not worked out too badly in the past. 


™ Proposed Reg. Sec. 301.7701(c). 


8 Code Sec. 7701(a) (3). 
® Code Sec. 7701(a) (2). 
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Partnership 


With this general background, let us turn 
to the specific entities named. I propose 
to start with the partnership. “Partnership” 
includes, says the Code, “a syndicate, group, 
pool, joint venture .” What is a 
syndicate? Corpus Juris refers to it as a 
term “employed widely in the dialect of 
finance, describing an association of indi- 
viduals, formed for the purpose of conducting 
and carrying out some particular business 
transaction, ordinarily of a financial char- 
acter in which the members are mutually 
interested .’*” The mechanics of a 
syndicate vary. It may take a character 
very similar to a partnership; it may employ 
a trust form; it may or may not terminate 
upon death. It has been described as being 
midway between the association and the 
partnership (or, more accurately, the joint 
venture). 


Finding any precise meaning for “pool” 
or “group” is even less satisfactory. “Pool” 
has been held to denote a combination of 
persons contributing money to be used for 
increasing or depressing the market price of 
commodities; it means a surrender of indi- 
vidual rights and powers to the common 
holder for the benefit of all. It has also 


been used to denote a form of federation 
(territory or market; output or traffic pools). ™ 


“Group” has been defined as “a number 
of persons or things existing or brought to- 
gether with or without interrelation, orderly 
form, or arrangement.” ” 


Defining “joint venture” is somewhat 
easier. We may define “joint venture” as 
an association of two or more natural or 
juridical persons to carry on as co-owners 
an enterprise, venture or operation for the 
duration of that particular transaction or 
series of transactions or for a limited time. 
While most authorities are in general agree- 
ment as to what constitutes a joint venture, 
they seem to encounter considerable diffi- 
culty in identifying one. Although the joint 
venture is much written about and dis- 
cussed, the general tendency is to treat it as 
a partnership, governed by the same rules 
as the ordinary partnership. 


All this, then, leads one to inquire why 
Congress went to such length to include 
these, to say the least, somewhat indefinite 
terms as entities in the class known as 
“partnerships.” Apparently, this springs 
from Congress’ method of classifying by 
analogy. It was endeavoring, it would seem, 

~83C. J. S. 933. 


1 72C. J. S. 225. 
238 C. J. S. 1123. 
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to encompass all those groups which, while 
not technically partnerships, bore a close 
resemblance to, and therefore deserved the 
same tax treatment as, partnerships. 


What then is a partnership—that is, for 
federal income tax purposes? For assistance 
I go to the proposed regulations under 
Section 7701 of the Code. Looking at Regu- 
lation Section 301.7701-3, I find that a “part- 
nership” for federal income tax purposes 
encompasses a somewhat broader area than 
it does at common law. Now that, while 
interesting, is not very enlightening. I find 
that certain joint activity by individuals is 
not a partnership. For example, a joint 
effort by two or more persons to construct 
a ditch merely to drain surface water from 
their property is not a partnership. Mere 
co-ownership of income-producing property 
or the rental of a farm on a sharecrop basis 
is not necessarily a partnership. Whether 
these are or aren’t partnerships is of no sig- 
nificance, for if they are not partnerships, 
it means only that each individual reports 
his pro-rata share of income and claims his 
pro-rata share of expenses, 


In the limited partnership areas, the pro- 
posed regulations are restricted to two ex- 
amples: In the first, we have a partnership 
comprised of three general and 30 limited 
partners. It has a capital of $5,300,000, of 


which $300,000 was contributed by the gen- 
eral partners and $5 million by the limited 


partners. The general partners are men of 
substance and are capable of assuming a 
substantial part of whatever obligations may 
be incurred by the organization. The part- 
nership certificate states a life of 20 years; 
death, insanity or retirement of a general 
partner prior to the end of the 20-year pe- 
riod will dissolve the organization. (I don’t 
know whether this is a specific provision 
contained in the partnership agreement or 
is a conclusion based upon the law of the 
particular jurisdiction.) The general part- 
ners have exclusive authority to manage the 
affairs of the organization, but there must 
be unanimous consent. A limited partner 
can assign his right to receive profits and 
to receive a return of his capital contribu- 
tion. While his assignee will receive the 
assigned share of profits and has the right 
to receive the capital contribution, the as- 
signee does not become a substituted limited 
partner. He can become a limited partner 
only with the unanimous consent of the 
general partners. This, we learn from the 
regulation, is a partnership for internal rev- 
enue purposes. 


However, if we provide for 40 years 
rather than 20 years, provide for $150,000 
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of capital from the general partners rather 
than $300,000, provide in the certificate that 
the partnership will not dissolve prior to 
the end of 40 years even though one of the 
general partners may die, retire or become 
insane prior to the end of 40 years (no refer- 
ence is made here to local law and its effect 
upon the validity of this provision), increase 
the number of limited partners to 900 (in- 
stead of 30) and make the limited partner’s 
interest freely transferable, then we have an 
association taxable as a corporation for in- 
ternal revenue purposes. 


Finally, the regulation refers to the part- 
nership association and provides that it is 
taxable as an association if it more nearly 
resembles a corporation than any other type 
of business entity. To summarize, then, 
what we have learned from the proposed 
Section 301.7701-3, we may say that a busi- 
ness entity which takes on the general form, 
and has the appearance, of a partnership 
is treated as a partnership for internal rev- 
enue purposes unless such entity is taxable 
as an association. 


Estate 


So much, then, for the partnership as a 
taxable entity. What about an estate? Can 
we define it? I must admit I have found 
no satisfactory definition. It clearly means 
something other than a trust, for Section 
642(b) provides a $600 personal exemption 
for an estate and only a $300 or $100 exemp- 
tion for a trust. The Commissioner’s pro- 
posed regulations do not even attempt to 
define an “estate,” and some may say that is 
just as well. We know that “estate” is 
used to cover all those financial actions 
which occur between the death of an indi- 
vidual and the moment of final settlement 
by his appointed fiduciary of the respective 
rights of various persons in the property 
possessed by the decedent at the moment of 
his death. 


Trusts 

Let’s leave “estate” and go to “trusts.” 
Here we do appear to get some help from 
the proposed regulation. Regulation Sec- 
tion 301.7701-4 tells us that a trust, for 
internal revenue purposes, may be created 
either by will or by inter vivos declaration 
and that it is a device whereby one called 
a “trustee” takes title to property for the 
purpose of protecting or conserving the 
property for designated beneficiaries. Usually, 
the beneficiaries are not the creators of the 
trust, although they may be. Generally, 
such an arrangement will be treated as a 


921 





trust if it can be demonstrated that its 
purpose is to vest in the trustee responsi- 
bility for the protection and conservation 
of property for beneficiaries who cannot 
share in the discharge of this responsibility 
and who cannot, therefore, be associates in 
a joint enterprise for conduct of business 
for profit. 


Business trusts are dealt with separately 
from the ordinary trusts. A business may 
actually be carried on by a trustee under 
a trust agreement and be recognized as a 
trust for internal revenue purposes if it can 
be shown that its purpose is to conserve 
or protect property for the beneficiaries. 
However, if the trust is simply a device to 
carry on a profit-making business which 
would normally have been carried on through 
a partnership or a corporation, then it will 
be classified either as a partnership or as an 
association, depending upon which it most 
clearly resembles. 


Finally, we have investment trusts and 
liquidating trusts. Generally, the invest- 
ment trust will not qualify as a trust for 
internal revenue tax purposes if the trustee 
is given management powers, and a liquidat- 
ing trust will not qualify as a trust if its 
liquidating activities are obscured hb; its 
business activities. 


Association 


Up to now, we have not discussed the 
characteristics of an association. The pro- 
posed regulations in dealing with the term 
“association” rely upon Chief Justice Hughes’s 
opinion in the well-known case of Morrissey, 
et al. v. Commissioner, 36-1 ustc J 9020, 296 
U. S. 344 (1935). They lean heavily upon 
the resemblance test and use the common 
features of a corporation referred to in 
Morrissey, to wit: (1) associates, (2) an 
objective to carry on a business and divide 
the gains therefrom, (3) continuity of life, 
(4) centralization of management, (5) lia- 
bility for corporate debts limited to corpo- 
rate property and (6) free transferability 
of interest. “Whether a particular organiza- 
tion is to be classified as an association 
must be determined by taking into account 
the presence or absence of each of these 
corporate characteristics.” This would 
seem to indicate that these are the only 
factors to be considered. However, only 
one sentence later, we find the statement: 
“In addition to the major characteristics, 

other factors may be found in some 
cases which may be significant in classify- 
ing an organization as an association, a 


18 Proposed Reg. Sec. 301.7701-2(a) (1). 
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partnership, or a trust.” It is my predic- 
tion that these other factors will be given 
weight by the internal revenue personnel 
only in those instances where the organi- 
zation is classified as an association; rarely, 
if ever, will they be used in classifying an 
organization as a partnership or trust. 


We will comment on the specific criteria 
set forth in the proposed regulations: 


Associates and objective to carry on busi- 
ness and divide gains.—The absence of either 
is sufficient to classify an organization as 
other than an association. Since these are 
usually the ones absent from the ordinary 
trust, taxation of a trust as an association 
depends solely upon the existence of asso- 
ciates and an objective to carry on a business 
and divide gains. Conversely, in dealing 
with the partnership type of organization, it 
is normal to find both of these factors 
present. 


It is then, in the partnership case, the 
other characteristics which determine how 
the organization is taxed. 


Continuity of life—If an organization will 
survive the death, insanity, bankruptcy, re- 
tirement, resignation or expulsion of one of 
its members, it has continuity of life. If it 
will not, then it does not have continuity 
of life. The proposed regulations indicate 
that where the members, in the agreement, 
expressly reserve the right to themselves to 
terminate at will, there will be no continuity 
of life. 

Where the agreement provides for con- 
tinuation despite death, resignation, etc., 
local law must be resorted to in determin- 
ing whether or not there is a continuity 
of life. It can be seen that this is an area 
around which there may center considerable 
disagreement. 


Centralization of management.—There is 
centralization of management, say the pro- 
posed regulations, if any person or group of 
persons less than all the members has con- 
tinuing exclusive authority to make man- 
agement decisions necessary to the conduct 
of the organization’s business. The regula- 
tions provide that this centralization exists 
in a limited partnership, since the general 
partner or partners are the only ones who 
can bind the partnership, but does not exist 
in the general partnership, since any part- 
ners can bind all of the partners. 


It should be suggested that this is a 
somewhat extreme rule and surely must 
depend, to some extent, upon the question 
of degree. For example, one limited part- 
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ner who contributes 1 per cent of the capital 
of the corporation cannot be said to have 
provided the necessary continuity of man- 
agement in the hands of the 99 general 
partners. 

Limited liability—vThere is limited lia- 
bility if there is no member personally liable 
for debts of, or claims against, the organiza- 
tion. The regulation recognizes no personal 
liability in the instance where the member 
or members personally liable have risked no 
substantial assets. 


This is a somewhat novel concept which 
does not appear to be supported by the 
authorities. 


Transferability of interests—For trans- 
ferability to exist, each member—or those 
members owning substantially all of the 
interests in the organization—must possess 
the power, without consent of other mem- 
bers, to substitute for himself a person 
who is not a member of the organization. 
This transfer must result in the substitute’s 
obtaining all of the attributes of his position 
in the organization, and it must not result in 
a dissolution of the old organization under 


Pitfalls and Traps 


in Stock-Redemption Agreements 
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OST of the stock-purchase agreements 

now in effect should be destroyed. 
They are as obsolete as the Stanley Steamer 
and as hazardous as “Russian roulette.” 
Tucked away in the corporate vaults, they 
have induced for years a false sense of 
security in the owners of the closely held 
corporation and in their families. These 
hallowed contracts were sold originally on 
the enticing proposition that they would 
protect the corporation against the death of 
the key executive-shareholder and likewise 
protect the widow, by giving the company 
continuity and freedom from harassment 
from the widow or outsiders and by pro- 
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local law and the creation of a new or- 


ganization. 


Where an interest can be transferred 
only after it has been offered to other mem- 
bers, there is a modified transferability 
present but this modified transferability is 
to be accorded less weight than is accorded 
to unmodified transferability. 


This has been, of necessity, a somewhat 
rapid and superficial tour through the 
various categories of entities with which 
the practitioner must deal and which he 
must fit into the general tax scheme. At 
any given moment, it may make little differ- 
ence whether an organization is treated 
as a corporation, partnership or trust. How- 
ever, when any particular form has been 
selected and utilized, actions are routinely 
taken in reliance upon the particular tax 
picture resulting from that form of organi- 
zation. To have the tax classification sud- 
denly changed can be financially disastrous. 
The average draftsman can—with a mini- 
mum of care—avoid such a situation. 


[The End] 


viding the widow and children with vital 
and ample cash. Instead, these respected 
agreements may bring disaster and horren- 
dous tax bills to the corporation and the 
widow. What may once have been a good, 
sound document or a ticket to security and 
survival may have been transformed into a 
one-way ticket to tax inferno. 


What caused this transformation?—a mass 
of decisions and rulings, some incongruous 
and some senseless, plus a tax Code written 
in 1954 with a maze of provisions that can 
create havoc with many a stock agreement. 
The cases, the rulings and the statutes have 
conspired to construct deep and devilish 
traps, such as penalty surtaxes on the cor- 
poration and heavy dividend taxes on the 
stockholder’s estate. We would like to take 
a. short tour into this hinterland and cau- 
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tiously peer into these traps and perhaps 
chart a course through this hazardous field. 


Who Are Contracting Parties? 


Before scouting the traps, we must chart 
the territory, which here means determining 
who are the contracting parties of the stock- 
purchase agreement. The contract may be 
solely between stockholders or, more likely, 
the corporation may be a party with one or 
more shareholders. Occasionally it may be 
a two-way package under which either the 
corporation or the surviving stockholders, 
or both, may be the purchasers of the stock. 
The number of tax pitfalls may increase if 
the corporation is a party, but economic 
reasons and other factors seem to require in 
most cases that the corporation be obligated 
on the contract. The corporation buys the 
stock from earnings taxed once, while the 
shareholders may have to use dollars taxed 
twice or insurance proceeds paid for with 
double-taxed dollars. 


Thus, the choice between stock-redemp- 
tion agreements and cross-purchase agree- 
ments has usually been resolved in favor of 
the former.’ Since the traps and pitfalls are 
more plentiful in that type of agreement, we 
will focus upon the agreement where the 
corporation is a party. These are termed, 
for convenience, “stock-redemption agree- 
ments.” The redemption may occur either 
at the death of a shareholder or upon his re- 
tirement, and it may be accomplished under an 
option arrangement or a mandatory require- 
ment which compels the purchase by the 
corporation. 


Trap 1—Mandatory Redemptions 
and Corporate Penalty Tax 


The typical stock-redemption agreement 
features an absolute and mandatory require- 
ment that upon the death of the stockholder 
the corporation must redeem his stock. A 
nation-wide survey would no doubt disclose 
thousands of such contracts now in effect. 


1 The popularity of the two major types seems 
to have shifted from time to time. Thus, during 
the span of years when the Commissioner was 
attacking the surviving shareholders (Holsey v. 
Commissioner, 58-2 ustc { 9816, 258 F. 2d 865, 
rev’'g CCH Dec. 22,522, 28 TC 962; Zipp, CCH 
Dec. 22,358, 28 TC 314, aff'd, 58-2 ustc § 9546, 259 
F. 2d 119 (CA); Sanders v. Fox, 57-1 vustc 
{ 9661, 57-2 ustc § 9794, 149 F. Supp. 942 (DC 
Utah), rev'd, 581 ustc { 9415, 253 F. 2d 855 
(CA-10)), the cross-purchase agreement was 
probably favored. 

2 Sec. 533(a), Internal Revenue Code. 

3 Dill Manufacturing Company, CCH Dec. 
10,712, 39 BTA 1023 (1939) (nonacq.); Gazette 
Publishing Company v. Self, 52-1 usre J 9293, 103 
F. Supp. 779 (DC Ark.). Preceding Pelton was 
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Many of these mandatory arrangements 
were made with careful deliberation and 
good reasons to provide a positive method 
for tending to the financial needs of the 
widow and to make it certain that the cor- 
poration would go forward, unencumbered 
by stock owned by the widow or outsiders. 
It is incongruous that a technique which 
seemed so good for the corporation and the 
widow may be used by the tax collector to 
generate great amounts of revenue, yet it is 
plain that a redemption under a mandatory 
contract may bring down a 38% per cent 
surtax on the corporation for “unreasonable 
accumulations” under Section 531 (old Sec- 
tion 102) and may at the same time gener- 
ate a smashing dividend tax on the estate. 
The contract may even be attacked, because 
of its absolute-purchase requirement, as be- 
ing illegal under state law. Thus, what was 
designed as a good contract may later turn 
into a devilish document. 


What about the corporate victim of the 
redemption: Is the redemption under the 
contract any justification for the assertion 
of the unreasonable accumulation or penalty 
surtax? The key is, of course, whether the 
earnings were accumulated for the “reason- 
able needs of the business.” ? Where corpo- 
rate earnings are salted away over the years 
in order to cover the requirements of a 
mandatory stock redemption upon the death 
of a shareholder, does this serve the reason- 
able needs of the business? We have a firm 
conviction which supplies a powerful “yes!” 
There should be no doubt that the preser- 
vation of the continuity of a business and its 
employees and the prevention of potential 
harassment from the widow or executors of 
the deceased shareholder or from possible 
outside purchasers are great and vital busi- 
ness needs. Earlier and respected cases of 
Dill Manufacturing Company and Gazette 
Publishing Company both demonstrated that 
a redemption of stock to preserve business 
policies and corporate continuity furnished 
a good business purpose to preclude a Sec- 
tion 102 surtax.* 


Hedberg-Friedheim Contracting Company, CCH 
Dec. 22,071(M), 15 TCM 1433, aff'd, 58-1 vustc 
| 9254, 251 F. 2d 839 (CA-8), where the Tax 
Court, in a Sec. 102 case, rejected an argument 
that an accumulation of earnings for a redemp- 
tion of one of two stockholders who were in 
disagreement was reasonable. See also Fred F. 
Fischer, CCH Dec. 15,797(M), 6 TCM 520 (1947), 
where redemption of a minority shareholder to 
eliminate interference and legal proceedings was 
helpful in a dividend case; Priénier v. Commis- 
sioner, 57-2 ustc § 10,015, 248 F. 2d 818 (CA-1), 
rev'g CCH Dec. 22,327, 28 TC 19 (1957), where, 
in a constructive dividend-insurance premium 
case, the court found a business purpose was 
served by an insured stock-redemption plan; 
Fred B. Snite, CCH Dec. 16,311, 10 TC 523, in- 
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Yet we had an equally firm conviction 
after the trial of the Pelton Steel Casting 
Company case.‘ Never in two decades had 
there been a clearer case where the stock 
redemption was accomplished wholly and 
solely to prevent a business from being 
swallowed by outsiders and to preserve the 
business for its key employees. Still, a reve- 
nue agent with tongue in cheek asserted the 
Section 102 penalty because of the redemp- 
tion, and some freak of fate found a court 
who swept the facts off the table and sus- 
tained the tax with a fictional joker. 


There were some who thought and many 
who hoped that the change in the burden- 
of-proof rule under Section 534 of the 1954 
Code would soften or eliminate the prob- 
lem. Students of this intriguing statute were 
dubious because of its restrictions and ex- 
ceptions. In any event, the Pelton decision, 
where the application of the new burden- 
of-proof rule was first and vigorously pre- 
sented, demonstrated that the hopes for 
relief were quite futile, for the Tax Court 
nearly emasculated the intent and purpose 
of this important new statute. 


There are others who seek to distinguish 
Pelton on the ground that the stock re- 
deemed represented a majority interest; 
they cling to some supporting language in 
the opinion of the court of appeals.’ We 
think this is nonsense, that the business 
needs for preserving the business and con- 
tinuity of harmonious management may be 
even greater in the case of a controlling 
interest passing into the hands of unfriendly 
executors which may be sold to outside 
interests. 


Subsequent to Pelton, the Tax Court, in 
a memorandum opinion in a case of less 
notoriety, Penn Needle Art Company; re- 
jected the Commissioner’s assertion that the 
redemption of 50 per cent of the outstanding 
stock per se established an unreasonable 
accumulation. Although the Gazette Publish- 
ing Company case was cited, the court did 
not actually pass on the question whether 
the redemption served a corporate business 
purpose. Thus, the case is of somewhat 
negative comfort. 


(Footnote 3 continued) 
volving Sec. 115(g), relied on a redemption to 
acquire stock for resale to key employees. 

*CCH Dec. 22,344, 28 TC 153, aff'd, 58-1 ustc 
9179, 251 F. 2d 278 (CA-7). We understand a 
private ruling has been issued from the Service 
to the effect that Pelton does not mean that all 
redemptions are per se not for a corporate busi- 
ness purpose. 

5’ For an exhaustive analysis of this point and 
the impact of Pelton on stock-redemption agree- 
ments, see Frost, ‘‘Accumulated Earnings Tax 
Looms as Threat to Buy-Out Agreements,’’ 9 
Journal of Taxation 324. 
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Occasionally we find the Emeloid" case 
cited to support the business need for a stock- 
redemption agreement. Actually, Emeloid 
did not directly involve the question of a 
stock agreement nor the Section 102 penalty 
tax but, instead, whether sums borrowed to 
acquire key-man insurance on the lives of 
two principal stockholders constituted bor- 
rowed capital for excess profits tax pur- 
poses. Subsequently, a stock-redemption 
agreement was arranged and the insurance 
converted to fund the agreement. The Tax 
Court, again as naive and lacking in basic 
business realities as in Pelton, seemed to 
feel that the use of insurance proceeds to 
redeem stock of a decedent was not a busi- 
ness purpose to the corporation. Fortu- 
nately, this view was rejected, on appeal, by 
a court which properly recognized that the 
arrangement had a corporate business pur- 
pose since it provided for continuity of har- 
monious management to the benefit of the 
corporation.® Thus, the court approved the 
loan for borrowed capital purposes. 


While Emeloid was celebrated in insur- 
ance fields and does offer some comfort in 
this area, we would be happier with a clear- 
cut decision, involving Section 531 and a 
redemption pursuant to a stock-redemption 
agreement, holding that the agreement and 
the redemption under the agreement both 
serve reasonable and important needs of the 
business. Meanwhile, over many mandatory 
agreements there will hang a cloud from which 
a redemption may, like a bolt of lightning, 
open up a downpour of asserted taxes under 
Section 531. : 


It has been claimed or proposed that the 
technique of funding of the agreement with 
life insurance will eliminate the threat of the 
Section 531 surtax.’ It is true that the mere 
payment of premiums on such insurance 
is seldom asserted as an adverse factor.” 
However, it is the redemption which is the 
red flag and which may bring down the tax; 
and even though the redemption is paid for 
by the insurance, the assertion of the tax 
will depend on the state of the earned sur- 
plus at the time of the redemption, the divi- 
dend record and the other customary tests. 


® CCH Dec. 23,000(M), 17 TCM 504 (1958). 

7 Emeloid Company, Inc., CCH Dec. 17,713, 14 
TC 1295, rev’d, 51-1 uste { 66,013, 189 F. 2d 230 
(CA-3). 

5 See cases cited at footnote 3. 

° A. R. Kehoe, ‘‘How to Use Insurance-Funded 
Buyout Plans Today; Tax Safety Grows with 
New Cases,’’ 8 Journal of Taxation 156, 158. 

1% But the premiums were asserted to be con- 
structed dividends in the lower courts in 
Prunier, cited at footnote 3; Oreste Casale, 
CCH Dec. 21,921, 26 TC 1020 (1956), rev'd, 57-2 
= 7 9920, 247 F. 2d 440 (CA-2), and others 

elow. 
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Thus, we think that insurance funding for 
the stock redemption is no cure-all or uni- 
versal preventive of the Section 531 attack. 


Good fortune has provided a small um- 
brella however: For small companies blessed 
and sheltered by an earned surplus of un- 
der $100,000, there can be no assertion of 
the penalty tax under Section 531." There- 
by many stock-redemption agreements are 
saved from creating corporate havoc. This 
blessing does not cover or shield the stock- 
holders, however, and the redemption may 
still bring down a dividend cloudburst. Be- 
fore delving into this pernicious pitfall, we 
should note that the generous and innocent 
creators of the laws have themselves dug 
one of the deepest and meanest of tax traps 
for the corporation. 


Trap 2—Section 303 Redemption 
May Bring Ax on Corporate Neck 


We can be sure that in writing Section 
303 and its predecessor Section 115(g), Con- 
gress was “all heart” and, with kindly feel- 
ings toward the shareholders of closely held 
corporations, resolved to prevent a stock 
redemption to pay death taxes from being 
treated as a dividend. It spoke generously, 
to the effect that if the decedent owned 
enough of the stock and redeemed only 
enough to pay taxes and administration ex- 
penses, then it would keep the suspicious 
revenue agent from asserting a dividend 
tax on the redemption. But the innocents 
abroad in Congress failed to realize that the 
insatiable appetite for revenue and the imagi- 
nation of the agent might thereby be turned 
toward another victim—the corporation. 


Section 303 cloaks the estate and the 
shareholder, but provides no protection— 
not even a net—to the corporation. In fact, 
a redemption to pay death taxes was previ- 
ously held to be a_ stockholder purpose 
which brought down the Section 102 surtax 
on K OMA, Inc.” So we find that Congress, 
in stimulating and encouraging the Section 
303 type of redemption, really set up one of 
the most attractive traps in the whole Code. 
Someday perhaps an alerted Congress will 
retire from baiting and setting this trap by 
providing a Section 531 exemption to a re- 
demption under Section 303. 


Trap 3—Mandatory Redemptions 
Generating Dividend Taxes 


Many a mandatory stock-redemption agree- 
ment was composed in that golden era be- 


™ Sec, 535(c)(2). This cloak does not similarly 
protect the holding and investment companies 
(Sec. 535(c) (3)). 
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fore Section 318 and Section 302(b). Others 
were spawned in the quiet stream of the 
form books with no regard for this hazard- 
ous waterfall down below. Others were safe 
and sound when written, but subsequent family 
stock transfers have made them hazardous. 


The source of this bedevilment to a well- 
turned contract is a pair of statutes which 
must have been born at sea while the ship 
was sinking. These statutory bedfellows 
are capable of turning many a contractual 
redemption into a dividend nightmare. What 
was assumed to be capital gain or no gain 
at all because of stepped-up basis on stock 
on the death of the owner may be trans- 
formed into a huge dividend tax on the 
estate. 


It is a deep pity that Section 302 cannot 
stand alone in solving redemption prob- 
lems. Although Section 302(b)(1) retains 
the old and seldom-useful, vague test of 
“dividend equivalence,” Section 302(b)(2) 
was designed to set up some workable 
mathematical tests which are termed dis- 
proportionate redemptions. Even the more 
complex Section 302(b)(3), the complete 
termination rule, can be lived with occasion- 
ally in spite of its pyramiding of exceptions 
upon exceptions and freeze-back and freeze- 
forward rules. But someone convinced Con- 
gress that Section 302 was too weak to 
stand alone, and so provided a walking stick 
called Section 318. Section 318 is the deposi- 
tory of the tricky and incongruous rules 
of constructive ownership. Marching along 
together, this pair of statutes can neatly and 
quickly strike down a disproportionate re- 
demption or complete termination. 


The interplay of Sections 318 and 302 is 
well known and incredibly dull and, hence, 
will not be repeated here. Suffice it to note 
that the impact of constructive ownership 
can be particularly obnoxious in the case of 
an estate and its beneficiaries and legatees 
where a stock redemption is required. 


The tax structure tends to create a snare 
and delusion of a tax-free redemption from 
an estate of a deceased shareholder because 
the estate secures a stepped-up basis for 
the stock and normally sells at that basis. 
Hence, the executors are enticed to sell 
under this tax-free illusion; of course they 
are required to do so under the mandatory 
stock-redemption agreement. The snare 
results from the fact that the estate con- 
structively owns all the stock owned by the 
beneficiaries of the estate, whether they be 
spouse, sons, daughters, grandchildren, etc. 


“%K OM A, Inc. v, Commissioner, 51-1 vustc 
{| 9295, 189 F. 2d 390 (CA-10). 


TAXES —The Tax Magazine 






















































Thus, the disproportionate test of Section 
302(b)(2) may become impossible and like- 
wise the complete-termination rule of Sec- 
tion 302(b) (3). 

To compound the infamy, there can be 
—and frequently is—double or triple attri- 
bution. Thus, a beneficiary of the estate 
constructively owns stock owned by mem- 
bers of his family, spouse, parents, issue, 
etc., and likewise that beneficiary may con- 
structively own stock of a partnership or 
stock owned by another corporation or trust. 


Moreover, there is no relief from the ap- 
plication of constructive ownership where it 
is based solely on the relationship between 
an estate and its beneficiaries. That excep- 
tion in Section 302(c)(2) which requires the 
redeeming shareholder to stay out of the 
corporation for ten years applies only to 
the family-attribution rule. 


Thus, if H dies owning 100 shares of the 
150 outstanding shares and wills the entire 
estate to his wife, who also owns 50 shares, 
the estate constructively owns the 50 shares 
owned by the wife. In this situation Sec- 
tion 302(b)(2) clearly does not apply, since 
the estate owns 100 per cent of the stock. 
Unfortunately, there is no relaxation of 
the constructive-ownership rule between an 
estate and its beneficiary and, hence, the 
termination rule of Section 302(b)(3) does 
not fit. Thus, a dividend would likely re- 
sult from a mandatory redemption. 


Suppose, however, the wife owns no stock, 
but their son owns 50 shares. This would 
bring into play the double-attribution rules, 
under which the wife constructively owns 
the 50 shares owned by the son and then 
the estate constructively owns the 50 shares 
constructively owned by the wife. In this 
situation the family constructive-ownership 
rule between son and mother should be 
relaxed under Section 302(c)(2).if other 
conditions are met, and this shortd break 
the chain of ownership to the estate, there- 
by eliminating the dividend threat. 


It is sad to relate that a recent ruling 
from the Internal Revenue Service, Rev. 
Rul. 59-233," casts a dark cloud over the 
simple and typical situation involved in our 
second example. We there said that the 
chain of double attribution should be broken 
under Section 302(c)(2), where the estate’s 
constructive ownership through the widow 
is based on the constructive ownership of 
the son’s stock. But Rev. Rul. 59-233 would 
apparently reject this construction of the 


statute and, by creating double attribution 
in a comparable situation, it may bring peril 
to many a buy-out agreement.“ The facts 
were simple in the ruling: Part of the stock 
was owned by a testamentary trust created 
by a wife for the benefit of the children. 
The balance was owned by the husband. 
The Service held that a redemption of all 
the stock owned by the trust was not a 
complete termination under Section 302(b) 
(3) by applying the double-attribution rules 
and by refusing to apply the exception in 
Section 302(c)(2) which precludes family 
attribution where the redeeming shareholder 
stays out of the corporation for ten years, 
etc. In arriving at its conclusion the Serv- 
ice first attributed the father’s stock to the 
children under the family-attribution rule 
and further attributed this stock from the 
children to the trust of which they were 
beneficiaries. Thus, under double attribu- 
tion, the trust owned 100 per cent of the 
stock after the redemption. 


At least one source feels that the ruling 
is contrary to the legislative intent and the 
Treasury’s own regulations and that, if 
literally followed, “there is a strong possi- 
bility that every redemption from an estate 
will be treated as a dividend where the 
beneficiary of the estate is the spouse, par- 
ent, child or grandchild of the surviving 
stockholder.” * In any event, until with- 
drawn or clarified, Rev. Rul, 59-233 casts 
another nasty cloud over existing stock- 
redemption agreements. 


The examples of double attribution re- 
ferred to are relatively simple while the 
typical ownership encumbered by wills and 
trusts is much more complicated—hence, 
the vital necessity of cautious analysis and 
planning not only as to the stock agreement, 
but also as to the wills and trusts of all 
related stockholders. It must always be 
remembered that the Service has taken the 
position in Rev. Rul. 56-103 * that “the fact 
that the redemption is pursuant to a con- 
tract between the corporation and the dece- 
dent does not appear to be significant” in 
determining whether the redemption is es- 
sentially equivalent to a dividend. This 
view militates against the theory that the 
mere existence of a stock-purchase agree- 
ment provides a business purpose factor to 
eliminate dividends treatment. 


Of course, there are ways of solving the 
problem. The chain of constructive owner- 
ship might be cut by giving all the stock 





13 T, R. B. 1959-28, p. 9. 
4 John F. Gleason and Edwin M. Jones, com- 
ment on the impact of the recent ruling, in 
Journal of Taxation, May, 1960, p. 268. 
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to a drunken cousin or a miserable son-in- 


1% See footnote 14. 
16 1956-1 CB 159. 


















law who may be outside the ambit of Sec- 
tion 318—that is, unless the double-attribution 
rule applies! Or the contract could be torn 
up. Naturally, we do not recommend either. 


Actually, it is possible to dispel some 
gloom. A dividend is not the universal and 
inevitable result of all redemptions under a 
contract. Thus, as noted previously, Sec- 
tion 303 affords relief in some cases, but 
these are few and far between. Moreover, 
Section 303 would cover—if at all—only 
part of a complete redemption. 


Another possibility in some cases is to 
break the attribution chain between the 
estate and beneficiaries by making the re- 
demption after distributions to all other 
beneficiary-shareholders have been accom- 
plished.” Revenue Ruling 58-111” does 
much to clarify redemptions during probate. 
As I have previously noted in the Journal 
of Taxation,” the ruling determines the con- 
structive ownership on the date of the 
redemption and not on the date of death 
and, hence, the expedient of making advance 
distributions of stock to a beneficiary may 
eliminate or solve the constructive-owner- 
ship problem and make a dividend-free re- 
demption possible. So also the payment of 
an outright specific bequest before redemp- 
tion may eliminate the recipient as a bene- 
ficiary of the estate for attribution purposes 
under the regulations.” 


Another prophylactic technique may be to 
have the stockholder’s beneficiary taken 
care of entirely by a lifetime trust rather 
than under the will, since his stock should 
not then be attributed to the estate. A fur- 
ther possible method of taking the fuse out 
of the time bomb which will otherwise blast 
at the time of the mandatory redemption 
is to provide in the agreement that the re- 
demption is contingent upon securing a 
favorable opinion from counsel or ruling 
from IRS. This solution may appear neat, 
but it is not always practical. 


Thus, while a disastrous dividend to the 
estate is not the inevitable result of all con- 
tractual redemptions, it is a grave risk in- 
herent in many a contract. Great care and 
caution are indicated, plus perhaps a touch 
of clairvoyance. Another prime ingredient 
is the ability to direct the estate planning 
and wills of the major stockholders in- 
volved, fo- the risk may arise not merely 

=a of Taxation, September, 1958, at 
" 38 1958-1 CB 173. 

1” See footnote 17. 

© Reg. Sec. 1.318-3(a). 

2 Holsey and Zipp, cited at footnote 1; Zenz 


v. Quinlivan, 54-2 ustc { 9445, 213 F. 2d 914 
(CA-6) 
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from the contract, but also from the arrange- 
ment of the bequests of stock in the redeeming 
corporation. 


Trap 4—Constructive Dividend 
to Surviving Stockholders 


In hiking along the path of stock-redemption 
agreements, we have stumbled on some 
deep and deadly pitfalls for the corporation 
and the retiring stockholder or his estate. 
Meanwhile the surviving or continuing stock- 
holders have stood back smiling, for they 
have acquired an increased equity from the 
redemption, financed by the corporation, 
normally at no cost to them. Naturally, 
this situation enticed the Commissioner to 
generate more tax revenue by going after 
these happy, surviving stockholders by as- 
serting constructive dividends. 


On a few occasions the Commissioner 
was able to claim a victory, but none of 
these cases involved a redemption pursuant 
to a typical stock-redemption agreement. 
Most of these cases are prime examples of 
miserable tax planning or absence of any 
tax planning. Notable among these during 
the past decade are Holsey, Zipp and Zenz.™ 
Earlier models are Lowenthal and Wall.” 
With the exceptions of Zenz, involving the 
successful lady who escaped the dividend 
tax because of sensible planning,” we think 
these taxpayers or their representatives just 
goofed. Their principal mistake was in 
blundering into having the corporation take 
over or finance their personal obligation to 
purchase the stock of the retiring or deceased 
stockholder. Little imagination was re- 
quired for the revenue agent to recognize 
that constructive income is the natural and 
normal effect of having a corporation take 
over a personal obligation of a stockholder. 


It is true that Holsey was fortunate to 
secure a reversal on appeal (United States 
Court of Appeals for the Third Circuit) and 
finally escape the constructive dividend tax. 
Many will agree that Holsey was just lucky 
and find it difficult to reconcile the Zipp 
case, where a different court of appeals 
(Sixth Circuit) sustained the constructive 
dividend on the successor stockholder. It 
is also true that IRS finally reluctantly 
accepted the Holsey decision, even though 
the taxpayer had assigned its purchase 

2 Lowenthal, et al. v. Commissioner, 48-2 ustc 
9345, 169 F. 2d 694 (CA-7); Wall v. U. 8., 47-2 
ustc 9395, 164 F. 2d 462 (CA-4). 

23 She first sold part of her stock to outsiders 


and later had the corporation redeem the 
balance. 
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option to his corporation, which then ex- 
ercised it and paid for the stock.* The post- 
Holsey ruling (Rev. Rul, 59-286), goes a 
long way in allowing the remaining share- 
holders to shift their financial burden to 
their corporation, but concludes with the 
obvious caution that if in reality the stock 
is purchased by the remaining shareholders 
and paid for by the corporation, the pay- 
ment is a constructive dividend to them. 


We leave this area of the constructive 
dividend with the feeling permeating some 
of the audience at a political debate—a 
nauseating feeling that it concerned an issue 
that should never have been raised. If the 
redemption is made pursuant to the stand- 
ard type of agreement which places the pur- 
chase obligation or option in the company, 
there can be no problem of constructive 
dividend and no debate with the revenue 
agent. 


Trap 5—Valuation Pitfalls: 
Cheated Party 


We suggested earlier that many stock- 
purchase agreements should be destroyed 
because they are loaded with income tax 
traps. Now we propose a blazing bonfire 
of many more on the ground that one of 
the parties will be cheated. We are not 
suggesting that these are deliberate crimes, 
but rather that, through the ravages of time, 
many a purchase price has obsolesced, while 
others at the outset established a price or 
formula which was unrealistic or outrageously 
unfair. Then there is yet another group 
which will generate the “big cheat” as a 
result of the misplaced purpose of placing 
estate tax minimization over and above the 
attainment of a fair price for the family of 
the shareholder and the corporation and the 
surviving shareholders. 

Now it cannot be denied that a well-turned 
stock agreement can be an extremely valu- 
able estate planning tool not only in tending 
to the cash needs of the family and estate, 
but also in fixing for federal estate tax pur- 
poses the fair market value of the stock. 
But it is the occasional fault of the estate 
planner that in his zeal to hold down taxes 
he may be holding down to an even greater 
degree the cash price to be paid to the family. 

Wholly aside from the occasional over- 
emphasis on tax control, the major source 
of trouble in this area stems from a com- 
bination of abysmal ignorance coupled with 
professional omniscience. Just as most doc- 
tors seem to feel they are capable surgeons, 
most lawyers and accountants seem to feel 


*% Rev. Rul. 58-614, 1958-2 CB 920; Rev. Rul. 
59-286, I. R. B. 1959-36, p. 9. 


Federal Tax Conference 


they have the necessary talents to value 
closely held stocks. Actually, most mem- 
bers of both professions are as truly ignor- 
ant as most revenue agents of the basic 
valuation concepts. But pride drives them 
on and prevents them from calling in a pro- 
fessional experienced in this complicated 
and inexact art of valuation. 


All these and other diverse factors have 
lead to these common practices or purchase 
prices which frequently result in the “big 
cheat”: book value, par value, fixed dollars, 
“ten times earnings.” 


Book Value 


Now once in a deep blue moon, the fair 
market value of a stock equals the book 
value. But this is a rara avis, and most 
often the book value actually equals some- 
where between 10 per cent and 1,000 per 
cent of fair market value. 


We suggest that the widow and the cor- 
poration are entitled to something better 
than 10 per cent accuracy. 


Par Value 


It has been quite a long time since we 
have detected the charming figure of par 
value used as the sale price. However, we 
suspect there still are plenty of such con- 
tracts floating around. 


Fixed Dollars 


More common is the contract which sets 
for example $50 per share in 1955; by 1960 
the true fair market value has increased to 
$500 or slipped to $5. This merely demon- 
strates the need for frequent review and 
revision—about as often as your trip to the 
dentist. 


“Ten Times Earnings"’ 


There are those contracts which com- 
mence with an approach to a realistic method 
on the basis of capitalizing earnings at, say, 
ten times. This soon will be another victim 
of obsolescence, for ten times earnings may 
be realistic and fair one year and far out 
of line 12 months later. 


We are here to uncover and spot traps, 
not to bury them or praise them. But we 
cannot resist an impulse: Why not have a 
provision for periodic review of the price 
formula, say annually, by an independent 
valuation expert who will recommend a 
proper and always current and fair figure 
or formula, based on the up-to-date data and 





conditions affecting the particular company, 
the industry and the general economy? This 
is simple and workable; it prevents the “big 
cheat” and likewise should satisfy the hungry 
tax collector. 


Trap 6—Estate Tax Trap 


We may not depart from these fertile 
fields without mention of what is now obvi- 
ous from long reiteration. If the second 
major purpose of the stock agreements is 
to be accomplished (that is, fixing the estate 
tax values), the stock should be restricted 
during the lifetime as well as at death. 
Hence, in spite of a death-time option or 
mandatory redemption at that point, if B 
may sell his stock during his fruitful life to 
anyone and at any figure he can accomplish, 
then, of course, the agreement will not be 
controlling estate taxwise.” 


If the contract is not controlling for estate 
tax purposes, it may be doubly sad and 
unfair to the family. For instance, suppose 
there is an option in the corporation to buy 
at book value (say $100 per share) and, 
unfortunately, the contract failed to provide 
appropriate restrictions on transfer during 
the stockholder’s lifetime. Fair market 
value is $500 at date of death, and the IRS 
so determines. The family is thereby cheated 
of $400 per share, and since the estate tax 
is more than the $100-per-share sale price, 
the family ends up with nothing. Thus, we 
come to the obvious necessity of arranging 
a contract with a double virtue: fair price 
to all parties and controlling for estate tax 
purposes. 


How far must we go to assure that the 
contract price will be accepted in estate tax 
audit? Some have assumed that a manda- 
tory buy-out arrangement is essential, in 
addition to the restrictions or transfer dur- 
ing lifetime. But there is ample authority 
sustaining the contract price where the cor- 
poration has an option to purchase, rather 
than an absolute and mandatory purchase 
requirement.” The option must, of course, 
be coupled with appropriate restrictions on 
transfer during the lifetime of the share- 
holder. We noted earlier that the manda- 
tory arrangement may bring disaster to the 
corporation or the shareholders or both; 
the option technique can prevent this. Con- 
trariwise, an absolute and mandatory con- 
tract may be stronger estate taxwise. Thus, 


* Estate of James H. Matthews, CCH Dec. 
13,822, 3 TC 525 (1944). See Rev. Rul. 59-60, 
1959-1 CB 237. 

*% Wilson v. Bowers, 1932 CCH { 9214, 57 F. 2d 
682 (CA-2); Lomb v. Sugden, 36-1 ustc { 9158, 
82 F. 2d 166 (CA-2, 1936). 
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we occasionally are drawn into an area 
where tax considerations may be engaged in 
internal conflict. It is even more apparent 
that tax consideration may conflict with 
business and personal aspects of the stock 
buy-out. Thus, wisdom, caution and fore- 
sight are prime ingredients in weighing all 
factors to achieve the maximum coverage 
for each. 


Trap 7—Statutory Pitfall 


The great concentration on the tax, busi- 
ness and personal problems of the stock 
agreement sometimes leads the draftsman 
into a blind area. Such oversight may pro- 
duce serious questions as to the legality of 
the contract. Although most states permit 
a corporation to purchase or redeem its 
own stock, many states do have restrictions, 
either by statute or decision, designed to 
protect creditors. The typical statutory re- 
striction permits a redemption only to the 
extent of corporate surplus. Wisconsin, for 
example, prohibits a redemption which would 
render the corporation insolvent; requires 
the retention of sufficient net assets for pre- 
ferred stockholders; and generally permits 
redemptions to the extent of unreserved 
earned surplus.” 


Since the tide of corporate fortunes may 
roll downward over the long span of the 
life of the contract, cautious draftsmen will 
examine and comply with the state law and 
perhaps consider including a provision mak- 
ing the redemption conditional upon compli- 
ance with the applicable law of the state. 
In absence of such a provision it is not 
impossible that the redemption contract 
might be construed to be illegal from the 
outset. 


Trap 8—Insurance Funding Pitfalls 


Most of the writers on stock agreements 
seem to be fascinated with the tax problems 
that have arisen from the use of insurance 


to finance the contract. The likely source 
of their enthusiasm is the formidable body 
of case law that was recently built up in 
1956 through 1958. Casale, Prunier, Sanders, 
and others * became famous names, almost 
family expressions along with the TV com- 
mercials. These cases all involved attempts 
by the Commissioner to tax to stockholders 
as dividends the premiums paid by the cor- 
poration on insurance which funded the 


*7 Wisconsin Statutes, Sec. 180.385. 

28 Oreste Casale, cited at footnote 10; Prunier 
v. Commissioner, cited at footnote 3; Sanders v. 
Fox, cited at footnote 1; the IRS will follow 
these decisions in similar factual situations 
(Rev. Rul. 59-184, 1959-1 CB 65). 
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contract; each taxpayer lost in the lower 
court, but was able to win on appeal. The 
writers and insurance people rejoiced at the 
triple play and reversals by the United 
States Court of Appeals in Casale and Prunter 
with the same spirited glee as when Holsey’s 
redemption was redeemed by the appellate 
court. The point is: Who but the tax 
lawyers and government attorneys like to 
litigate? ‘Casale, Prunier and Holsey should 
never have been required to go to court. 
Henry Prunier and his brother should never 
have owned the policies, and Sanders™ 
should never have reserved the right to 
designate the beneficiary of the policy. 
Oreste Casale (who was a 98 per cent con- 
trolling stockholder) should not have pushed 
his luck by entering into the deferred com- 
pensation contract tied into a retirement 
insurance policy purchased by the corpora- 
tion on the same day. And as we noted 
before, Holsey should not have assigned his 
option to purchase to his own corporation. 

Prunier and Casale and fellow taxpayers 
who had to litigate through the courts were 


really quite lucky in retrospect. Possibly 
their difficulties stemmed from excessive 
salesmanship or panicky decisions. In any 
event, our clients will profit from their ad- 
ventures in “Income Tax Fantasia.” If 
insurance is required to finance the stock 
redemption agreement, let it be owned wholly 
by the corporation, an asset available to 
creditors, with the corporation the bene- 
ficiary and purchaser of the policies. Keep 
the sticky fingers of the stockholders en- 
tirely out of the policies and all of their 
rights and options and, if possible, avoid 
any tie-in between the stock redemption 
agreement and the insurance and its pro- 
ceeds. Let not a handful of reversals induce 
some fancy planning. We have seen enough 
guinea pigs go through surgery. 


We will now conclude these comments 
without a conclusion. Our sole object being 
to uncover the devilish traps inherent in 
many stock-redemption agreements, we should 
withdraw before we are trapped into linger- 


ing too long. [The End] 


Contemporary Estate Planning 


for the Corporate Executive 
By JOHN R. LINDQUIST 


The author is a member 
of the Chicago law firm of 
McDermott, Will and Emery. 


LJ OW FREQUENTLY we hear the 
complaint these days: “Life is getting 

too complex! Everything is getting too 
specialized!” This complaint is voiced from 
many quarters and against many areas of 
human activity. Some educators maintain 
that education is getting too specialized. 
They assert that more time ought to be 
devoted to the arts and the humanities. The 
head of the household sometimes wonders 
why complete medical care for himself and 
his family requires the services of an obste- 
trician, a pediatrician, an ophthalmologist, 
an otolaryngologist, a cardiologist, a radi- 
2 But see Rev. Rul. 59-184, 1959-1 CB 65, 


where the corporation owned the policies to be 
used to redeem the stock and premiums were 
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ologist, an anesthesiologist, a pathologist, 
and (if he lives that long) perhaps a geron- 
tologist. 

The field of law has come in for its share 
of the common complaint. While the organ- 
ized bar generally does not certify or recog- 
nize specialties, it is interesting to note that 
there are tax attorneys, trust attorneys, 
antitrust attorneys, patent attorneys, per- 
sonal injury attorneys (divided, mind you, 
into plaintiffs’ attorneys and defendants’ 
attorneys), divorce attorneys, probate and 
estate planning attorneys, and so on, almost 
ad infinitum. As a field of law, federal tax- 
ation is subject to similar subdivision and 
compartmentation. 

Not so long ago estate planning consisted 
primarily of the drafting of a will to carry 





not taxed to stockholders even though they had 
a qualified right to designate beneficiaries. 
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out the dispositive desires of an individual. 
Often the will was drafted to provide a 
different plan of estate distribution than is 
provided by statute in the matter of intestate 
succession and to avoid, to the degree pos- 
sible, the “high cost of dying.” In a typical 
estate planning case, the client and his wife 
would furnish the attorney with factual back- 
ground on such matters as the assets pres- 
ently owned outright by them, severally or 
jointly; any assets in the nature of interests 
in family trusts; powers of appointment; 
family situations; and their dispositive de- 
sires. Then, having due regard for those 
facts, as well as the potential death taxes 
and administrative expenses, an estate plan 
would be suggested by the lawyer, reviewed 
by the client and his wife, and perhaps re- 
vised slightly, and then a will (and some- 
times an inter vivos trust) carrying out the 
agreed plans for both the husband and the 
wife would be executed. To a large degree, 
estate planning still hews to the broad pic- 
ture just painted. 


Generalizations 


While there has not yet developed a 
specialized field of estate planning for cor- 
porate executives, certain estate planning 
problems peculiar to executives are being 
encountered with increasing frequency. Most 
of those problems arise because of the na- 
ture of the assets of a typical executive’s 
estate and the frequent specialized tax treat- 
ment (both while the executive lives and 
upon his death) applicable to those assets. 
It will be the purpose of this paper to pose 
some of the special problems of estate plan- 
ning and to suggest some possible solutions 
but not to give any pat answers. Obviously, 
estate planning is such an individual thing 
that pat answers are out! Before proceeding 
to specific case studies, certain generaliza- 
tions will point up the problems. Among 
those generalizations are the following: 


(1) The term “planning” implies some 
degree of control of the subject matter of 
planning. All too frequently, control is lack- 
ing with respect to a significant portion of 
an executive’s disposable assets. For in- 
stance, often an executive enjoys the right 
to say who shall receive his benefits under 
a qualified pension or profit-sharing plan 
but has no right to say how those benefits 
will be paid or, at best, he enjoys limited 
control over how they will be paid. 


(2) The inchoate nature of some execu- 
tive benefits makes long-range planning 
1 Before introducing any more of the dramatis 


personae in this little farce, the author wishes 
to state in good conservative lawyer-like fash- 
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difficult. Thus, the value of a pension which 
an executive will receive at retirement prob- 
ably will be of such size that it cannot be 
ignored in planning today, but, on the other 
hand, planning cannot be completely tailored 
to the existence of this benefit which may 
never ripen. 

(3) The ultimate value of some assets, 
such as the unexercised portion of a re- 
stricted stock option, often is difficult to 
assess at the time the estate is being planned. : 


(4) Some disposable assets which the 
executive now has as an employee—notably 
employer-provided group term insurance— 
will disappear when he retires. 


(5) Some disposable assets, such as the 
right to receive periodic income under a 
nonqualified deferred compensation contract 
calling for payments to the executive’s widow 
following his death, give rise to an estate 
tax liability without any corresponding un- 
derlying immediate cash to help meet estate 
taxes. 


(6) While ratios of probate assets to dis- 
posable assets, probate assets to taxable as- 
sets, and taxable assets to disposable assets 
almost always vary, the disparity of the 
ratios in the case of an executive who en- 
joys substantial employee benefits are more 
marked than in the usual case. 


(7) Part of the estate planning will con- 
sist of beneficiary designations and elections 
in nontestamentary documents. The execu- 
tive’s will—or perhaps a will and an inter 
vivos trust—will not constitute the whole of 
the documents which carry out the estate 
plan. Therefore, the executive must be cau- 
tioned against making changes in these non- 
testamentary designations and elections, the 
effect of which might be to completely change 
the plan originally decided upon. 


Case of ‘‘Henry Hustler’’ 


By way of setting up some of the ques- 
tions to be faced and resolved in planning an 
executive’s estate, let us consider the case 


of Henry Hustler... Henry is 58 years of 
age. He presently occupies the office of 
president of the Wonderful Widget Com- 
pany, a large, publicly held company. For 
his services as president, Henry receives a 
salary of $60,000 a year and, in addition, 
receives a bonus dependent upon the results 
of each year’s operations. During the past 
four years his bonus has averaged $25,000 
per year. Wonderful is owned, in varying 
degrees, by some 25,000 separate sharehold- 
ion that any similarity to persons and corpora- 


tions, living or dead, ‘‘funct’’ or defunct, is 
purely coincidental, and no offense is intended. 
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ers who run through a spectrum which in- 
cludes a fair share of Aunt Janes, professional 
dissident shareholders, a couple of privately 
endowed colleges, some large mutual funds, 
retired schoolteachers, employees of Won- 
derful, and even a couple of union welfare 
funds. Henry’s wife is two years younger 
than Henry. They have three children—two 
sons, aged 31 and 26, and a daughter aged 
21. Both sons are married, and each has 
blessed Henry and his wife with two grand- 
children. Both sons are well educated and 
reasonably well settled in positions which 
hold great promise for the future. Henry’s 
daughter is just finishing her last year in a 
well-known eastern college for girls. 


Henry started with Wonderful 35 years 
ago when he finished college. He worked 
his way through an executive training pro- 
gram, held a variety of positions, performed 
admirably well, and by the time he was 40 
was recognized as a “comer.” Being a very 
progressive company, Wonderful long ago 
established a qualified profit-sharing plan. 
In fact, Wonderful’s profit-sharing plan pre- 
ceded World War II and the wage and 
salary controls which encouraged the estab- 
lishment of so many other plans. Henry 
got into this plan on the ground floor, so 
to speak, joining it when he was 36 years 
of age. The plan is contributory, and over 
the years Henry’s contributions have amounted 
to $20,000. Wonderful has contributed $60,000 
for Henry’s account under the same plan, 
and through earnings, appreciation and re- 
allocation of forfeitures, Henry’s account 
has now grown to $175,000. By the time 
Henry reaches age 65, his interest in this 
trust may well total $300,000. Henry pres- 
ently has a beneficiary designation on file 
naming Mrs. Hustler as the beneficiary of 
his interest in the event of his death. How- 
ever, the plan provides that Henry’s interest 
may be paid to him (or in case of his death 
to his beneficiary) in a lump sum, in a series 
of installments over a period of not more 
than ten years, or by purchase of an annuity 
for the distributee’s benefit. 


Ten years ago a competitor of Wonderful 
(International Gadget, Inc.) tried to hire 
Henry away from Wonderful. At that time 
Henry was vice president in charge of plan- 
ning at Wonderful. Wonderful was not 
asleep at the switch though. Knowing the 
competitor had approached Henry, Wonder- 
ful offered Henry a contract which provided 
that if he stayed with Wonderful until re- 
tirement he would receive $10,000 per year 
beginning with the year in which he retired 


? Henry had some doubts about signing the 


contract at the time. Rev. Rul. 60-31, I. R: B. 
1960-5, p. 17—that well-known answer to all 
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and running for a period equal to the num- 
ber of years that Henry served under the 
contract or any extension of the contract. 
In return for this contract, Henry would 
agree, in addition to staying with Wonder- 
ful until retirement, that he would give 
Wonderful the benefit of his experience 
through the rendition of consulting services 
from time to time to his successors, and 
would agree that he would not accept em- 
ployment after retirement with anyone else 
without the consent of Wonderful. As a 
hedge against his dying before he could 
collect the promised amounts, Henry’s con- 
tract also provided that if he died before 
retirement, annual payments of the same 
amount as would have been payable to him 
following retirement would be paid to Mrs. 
Hustler or to some other beneficiary named 
by Henry. After careful consideration for 
about five minutes, Henry accepted that 
contract.” 


Five years ago Henry, along with other 
selected executives of Wonderful, was given 
an option to purchase shares of Wonderful 
under a restricted stock option. Henry re- 
ceived an option covering 5,000 shares at a 
price of $20 per share. Since receiving that 
option, Henry has exercised it and acquired 
2,500 shares, which now have a value of $40 
per share. Henry has not been able to 
exercise his option for the remaining 2,500 
shares because of the difficulty of financing 
his purchase. 


Henry is fortunate that Wonderful Widget 
is located in a jurisdiction where “jumbo” 
group life insurance coverages are available. 
About three years ago during the course of 
a general overhaul of the entire group insur- 
ance program for Wonderful Widget’s em- 
ployees, benefits were scaled to provide 
group insurance benefits, at no cost to em- 
ployees, of 1% years’ base salary. Henry 
now has a certificate from the insurer evi- 
dencing his $90,000 of death-benefit protec- 
tion under this group insurance contract. 


One day Henry wakes up to the fact that 
despite the inroads of surtax rates, he has 
accumulated (or by the time he reaches 
retirement age will have accumulated) a 
rather substantial estate. Since he has not 
had a complete review of his estate plan 
since 1953, he makes an appointment with 
his attorneys, the firm of Widders and 
Child. Widders and Child is a firm of law- 
yers well known in the fields of estate plan- 
ning, probate and tax law. Fonda Widders, 
the partner whom Henry consults, is an 
interesting chap. He got into estate plan- 


questions on nonqualified deferred compensa- 
tion arrangements—was still to come. 
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ning work by one of those quirks which 
often change the course of men’s lives. 
When Fonda was graduated from law school 
30 years ago, he dreamed of becoming a 
famous criminal lawyer. However, jobs 
were pretty hard to come by in 1930, so he 
grabbed at the first offer made to him by 
any law firm. This firm was the predecessor 
to Widders and Child, The then partners 
thought that with a name like Fonda Wid- 
ders (“Fonda” being an old family name), 
our hero would be ideal as a probate and 
estate planning lawyer. So it was that 
Fonda got into the field of estate planning 
instead of criminal law, and he hasn’t been 
sorry since. The Revenue Act of 1932 
hadn’t even been passed when Fonda started 
to practice law, so he had a splendid oppor- 
tunity to grow with the field of estate 
planning. 


When Henry comes in for his appoint- 
ment, Fonda chats with him at length about 
his affairs, his family status, his hobbies, 
his likes and dislikes, and his long-range 
plans for retirement. Fonda considers him- 
self a keen student of human nature, and in 
planning an estate he likes to feel that he 
really knows the “inner man.” From his 
chat Fonda learns that there is nothing 
extraordinary about Henry. Henry is a 
hard-working. success in the best Horatio 
Alger tradition, who loves his wife, children 
and grandchildren and who looks forward 
to retirement and some good times hunting 
and fishing with his cronies. Henry has no 
special hobbies, although he has accumu- 
lated quite a collection of guns, incident to 
his fondness for hunting. 


During the course of the interview, Fonda 
discovers that Henry and Mrs. Hustler’s 
estate picture is as shown in Exhibit I. 
Right then and there, Fonda gives Henry 
his first good piece of practical advice: 
“You’re worth much more dead than alive. 
Get rid of the guns!” In addition, Fonda 
takes a careful look at the terms of the 
Wonderful Widget profit-sharing plan and 
finds that the decision as to how Henry’s 
interest will be paid to him or, in case of his 
death, to Mrs. Hustler (who presently is 
named as Henry’s beneficiary) rests with 
an administrative committee. Inasmuch as 
his interest in the profit-sharing trust con- 
stitutes nearly one third of Henry’s dis- 
posable assets, this state of affairs is not so 
good, Fonda correctly points out that in 
order to avoid tax problems for himself, 
Henry shouldn’t have a right to decide how 
his profit-sharing interest will be paid to 
him. However, no tax problem will be oc- 


® See Reg. Sec. 20.2042-1(c) (2). 
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casioned if Henry will have the right to say 
how the profit-sharing account will be paid 
to his beneficiary. 


Fonda also recognizes and advises Henry 
that some persons (possibly the Impreg- 
nable Trust Company, which invests the 
profit-sharing trust) don’t believe that a 
fund consisting of many employees’ in- 
terests should be subject to sudden and 
unpredictable demands for cash. Fonda’s 
answer to this objection is that the Wonder- 
ful Widget Profit-Sharing Plan also ought 
to provide that distributions can be made 
in kind as well as in cash. In this fashion, 
it won’t be necessary for the Impregnable 
Trust Company to sell assets (perhaps at a 
loss because of a temporary market condi- 
tion) in order to make a lump-sum distri- 
bution to a particular employee’s beneficiary. 


When Fonda points out that under Henry’s 
present setup his estate taxes will amount 
to about $43,500, Henry doesn’t like it a 
bit. Typical of many executives, Henry is 
besieged almost daily with letters, brochures, 
tax tips and tax-saving ideas. While he 
frequently consigns a good bit of this to 
his wastebasket without reading it, Henry 
manages to browse through a fair amount 
of the information which reaches his desk. 
He now broaches one idea to Fonda. “Why 
don’t I irrevocably assign my company 
group life insurance to Mrs. Hustler. I 
understand that if I do and then die, the 
test of includability of that insurance in my 
estate will be whether or not I had any 
incidents of ownership in the insurance. If 
I have no incidents of ownership and the 
insurance is eliminated from my estate, it 
would reduce my taxable estate by $45,000 
and would save about $15,000 of estate 
taxes.” 


Fonda has been down this road before. 
He advises Henry against any attempted 
assignment of his company group life insur- 
ance for the following reasons: 


(1) There is substantial doubt that such 
an assignment will effectively exclude the 
$90,000 insurance proceeds from Henry’s 
taxable estate. Since the insurance is pure 
group term insurance with no cash value, 
there is some doubt as to whether Henry 
has anything which is presently capable of 
assignment. The right to terminate his 
group coverage will still reside in Henry. 
If so, Henry may still retain an incident 
of ownership sufficient to include the insur- 
ance in his estate.* Fonda also knows that 
many insurance companies themselves en- 
tertain serious doubts about the validity of 
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EXHIBIT | 
Mr. and Mrs. Henry Hustler— 


Assets Picture as of October 27, 1960 
(A) Total Assets of Mr. and Mrs. Hustler 


Item 

(1) Stock of Widget 

(2) Other investments 

(3) Cash 

(4) Miscellaneous goods and chattels 
(5) Company group life insurance......... 
(6) Personal life insurance 

(7) Widget profit-sharing trust 

(8) Deferred compensation payments . 
(9) Stock option (not yet exercised) 
(10) Home (joint tenancy) 

(11) Inherited investments . 


Mr. Hustler Mrs. Hustler 
...... $100,000 
20,000 
5,000 
5,000 
90,000 
25,000 
175,000 
83,166 
50,000 
60,000 
$ 15,000 


$ 15,000 


$613,166 


Probate Assets 

(1) Mr. Hustler 

(2) Mrs. Hustler . 
Disposable Assets 

(1) Mr. Hustler 

(2) Mrs. Hustler 

Assets Subject to Federal Estate Tax 
(1) Mr. Hustler . 

(2) Mrs. Hustler . 

Federal Estate Taxes 

Mr. Hustler Dies First 

(1) Gross estate 

(2) Administration expenses 


$180,000 
$ 15,000 


. $553,166 
$ 15,000 


. $481,916 
$ 15,000 


$481,916 
10,000 


$250,958 * 

3,000 ” 
$471,916 $247,958 
235,958 


(3) Adjusted gross estate 
(4) Less marital deduction 


235,958 247,958 
$ 43,487 $ 47,087 


® Gross estate consists of own property plus marital deduction amount in Henry's 
estate. 

» Since most of marital deduction amount consisted of a trust for Mrs. Hustler plus 
the home, small administration expenses are estimated. 


(5) Net estate before exemption. .. 
(6) Federal estate tax 


Being a very thorough fellow, Fonda also 
takes a look at where Henry will be seven 
years from now when he is ready to retire. 
Assuming that values do not change but 
that in the interim Henry will exercise the 
balance of his options, the picture will be 
about like that set forth in Exhibit II. 
The company group life insurance will dis- 
appear, but the amount of deferred com- 
pensation will have increased substantially, 


assignments of employer-provided group 


insurance.* 

(2) While an attempted assignment might 
prove to be ineffective as against a third 
party (such as the tax collector), it might 
nevertheless be valid between Henry and 
the assignee. If this is the case, Henry will 
have lost a great deal of flexibility in his 
estate planning. For instance, what happens 
if Mrs. Hustler, being possessed of all of 


the incidents of ownership of Henry’s group 
term life insurance, dies before Henry? 

In the face of the foregoing arguments, 
Henry is convinced that he should not assign 
his group term life insurance. 


*See Nathaniel B. Taft, ‘‘Group Life Pro- 
ceeds—a Taxing Problem,’’ Journal of Ameri- 
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as will the amount of Henry’s interest in the 
qualified profit-sharing trust. If present 
assumptions hold true, by the time he retires 
Wonderful will have made contributions 
of $105,000 to the profit-sharing trust for 





can Society of Chartered Life Underwriters, 
Vol. 9, No. 4 (1955). 


935 





Henry’s account; Henry will have made 
contributions himself in the amount of 
$35,000. If his profit-sharing balance is paid 
to him in installments over the maximum 
period presently permitted by the plan (ten 
years), the income picture of Henry and 
Mrs. Hustler, at varying times after retire- 
ment, will be as shown in Exhibit II. Of 
course, under the terms of the profit-sharing 
plan, Henry won’t have any right to say 
how his profit-sharing account will be paid 
to him. At this point, Fonda has a flash of 
inspiration. Suppose that Wonderful Wid- 
get’s profit-sharing plan were amended to 
provide that when any employee retires from 
the company, his profit-sharing account will 
be paid to him in a lump sum unless, within 
60 days after it becomes payable to him, the 
employee elects to receive his,benefits under 
the plan in the form of an annuity. Fonda 
recalls that, generally speaking, under the 
Internal Revenue Code, distributions from 


a qualified trust are taxed to the distributee 
under Section 72 relating to annuities.° How- 
ever, Fonda also remembers that under one 
portion of Section 72, a 60-day period is 
allowed in which to elect to receive an an- 
nuity in lieu of a lump sum otherwise pay- 
able under a contract without any problem 
of being taxed on receipt of the lump sum.° 
Fonda quickly checks the books to see if this 
rule has been applied in the case of qualified 
plans and, sure enough, he finds a revenue 
ruling covering the point." Fonda observes 
that the revenue ruling specifically deals 
with the purchase of a commercial annuity 
contract. Henry doesn’t like this. He is 
afraid of what the inroads of future inflation 
might be on the purchasing power of the 
annuity which he might receive. He likes 
the idea, however, of having a clear un- 
fettered chance of taking his interest in the 
profit-sharing plan in a lump sum when he 
retires. He points out to Fonda that if he 


EXHIBIT II 


Mr. and Mrs. Henry Hustler— 
Assets Picture as of 1967 (When Henry Retires) 


(A) Total Assets of Mr. and Mrs. Hustler 


Item 

(1) Stock of Widget 
(2) Other investments 
(3) Cash 

(4) 
(5) 
(6) 
(7) 
(8) 
(9) 
(10) 


Personal life insurance 
Widget profit-sharing trust 


Home 


Inheritance 
Value of social security 


Less: 


Mr. Hustler Mrs. Hustler 


Miscellaneous goods and chattels 


Deferred compensation payments * 


(11) Balance of debt incurred to exercise balance 


of stock option 


(B) Probate Assets 

(1) Mr. Hustler 

(2) Mrs. Hustler 

Disposable Assets 

(1) Mr. Hustler 

(2) Mrs. Hustler 

(D) Assets Subject to Federal Estate Tax 
(1) Mr. Hustler 
(2) Mrs. Hustler 


(C) 


$ 15,000 


$741,513 


$ 15,000 


$656,513 
$ 15,000 


$516,513 
$ 15,000 


® Present value of deferred compensation payments accrued to date, valued in 
accordance with Reg. Sec. 20.2031-7, ignoring for the moment any arguments as to the 
value of Wonderful Widget's unsecured promise to pay. 


5 Code Sec. 402(a)(1). 
® Code Sec. 72(h). 
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EXHIBIT I|—Continued 
(E) Federal Estate Taxes— 
Mr. Hustler Dies First 
Gross estate $516,513 $254,507 
Administration expenses and debts : 3,000 


Adjusted gross estate $479,013 $251,507 
Marital deduction 239,506 


Net estate before exemption...... .. $239,507 $251,507 
Federal estate tax , $ 48,152 


(F&) Annual Income Picture After Henry Hustler Retires 
(1) Present Provisions of Profit-Sharing Plan 
(a) First 10 Years 
Deferred compensation 
Profit-sharing distribution 
Dividends from Widget stock and ‘other i 
(including Mrs. Hustler’s inheritance) 


Total taxable income 
Income tax” 


Add social security . 


After-taxes income 
(b) After 10 Years and Until 17 Years After Retirement 
Deferred compensation ...... 
Dividends from Widget stock, other investments and 
Mrs. Hustler’s inheritance. 


Total taxable income.... 
Income tax ” 


Add social security 


After-taxes income 


(2) If Henry’s Account in Widget Profit- pee Plan Is 
Distributed Over a 20-Y ear Period 
First 17 Years 
Deferred compensation $ 10,000 
Profit-sharing distribution 24,000 
Dividends 9,400 


Total taxable income ... $ 43,400 
Income tax” 13,963 


$ 29,437 
Add social security 2,040 


After-taxes income 


(G) Principal Remaining in Henry’s Profit-Sharing Account Under 20- 
Year Spread on Payments If Henry Dies After: 
5 years 
10 years . 
15 years 


b Assuming exemptions of $2,400 and itemized deductions of 5 per cent of income 
after exemptions or $1,000, whichever is greater. 
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does this and pays a capital gains tax on the 
portion of his total distribution in excess of 
his own contributions, he will have the bal- 
ance available for investment for the purpose 
of producing income during the balance of 
his life instead of for just ten years. Fonda 
doesn’t think much of this, in view of 
Henry’s deferred compensation contract 
which requires him to continue to render 
consulting services to Wonderful after he 
retires. He points out the catastrophic results 
which might materialize if Henry were 
deemed to have received ordinary income 
because he has not “separated from the 
service” *® of Wonderful Widget. Besides 
this, Fonda gives the following reasons why 
Henry shouldn’t risk a lump-sum distribu- 
tion at the age of 65 years: 


(1) If Henry leaves his undisbursed bal- 
ance in the trust, it will share in the earn- 
ings of the trust from time to time. This 
will keep all of Henry’s money working for 
him on a tax-free basis instead of only about 
five sixths of his money working for him 
on a taxable basis. 


(2) Henry will be relieved of the invest- 
ment problems he would have if he took all 
of his money out of the profit-sharing fund 
and had to invest it himself. 


(3) If Henry takes all of his money out 
of the profit-sharing trust at retirement, all 
favorable estate tax treatment with respect 
to this asset will be lost. On the other hand, 
if Henry can get the profit-sharing plan 
amended so that he also can determine how 
his interest will be paid to him or to his 
beneficiary and can have the installment 
pay-out period stretched to, say, 20 years 
instead of ten years, then if he dies within 
ten to 15 years after he retires, a substantial 
portion of his account balance will be left 
intact for transfer at his death (to a large 
degree free of any tax) to beneficiaries 
named by him. 


Fonda shows Henry (Exhibit II) how 
much principal will still be intact if Henry 
dies five, ten or 15 years after retirement if 
his account balance in the profit-sharing 
trust were to be disbursed to him in as 
nearly equal installments as is possible over 
a 20-year period, based on the assumption 
that the Wonderful Widget profit-sharing 
trust would earn 5 per cent per year, com- 
pounded annually, on any _ undisbursed 
money. He also shows Henry how relatively 
little his after-taxes income payable from 
the profit-sharing trust would be affected 
under these conditions, as compared with a 
pay-out over a ten-year period. 


8 Code Sec. 402(a)(2). 
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By this time two hours have elapsed and 
Fonda sees that until some changes are 
made in the Wonderful Widget Profit- 
Sharing Plan, it is not worthwhile to devote 
too much time to considering how Henry’s 
interest in the profit-sharing plan should be 
paid to him beginning seven years hence. 
The law may change radically by then any- 
way. Accordingly, he suggests the following 
course, at the moment, for Henry: 


(1) Henry should establish an inter vivos 
insurance trust making all of his insurance 
and his interest in the profit-sharing trust 
payable to the insurance trust.. This trust 
should be divided into two funds, one con- 
sisting of sufficient property qualifying for 
the marital deduction (in addition to that 
which otherwise will qualify for a marital 
deduction in Henry’s estate) to avail his 
estate of a full marital deduction, and the 
other consisting of the balance of the assets 
of the trust (including any assets received 
from the executor of Henry’s estate). Mrs. 
Hustler will receive the income from both 
trusts during her lifetime, and the trustee 
will be given the opportunity to make dis- 
cretionary payments of the principal of the 
marital deduction trust, if necessary, to 
maintain Mrs. Hustler in comfort. Mrs. 
Hustler would have a power of appointment 
over the marital deduction trust, but would 
be entitled only to income for life out of 
the other trust, and following Henry’s death 
the principal of the other trust would be 
divided and distributed, per stirpes, among 
his descendants. 


(2) Henry would execute a relatively sim- 
ple will, bequeathing all of his goods and 
chattels to Mrs. Hustler and directing his 
executor to pay all debts and taxes assessed 
against his estate and to distribute the 
residue of his estate to the trustee of his 
insurance trust for disposition in accordance 
with the terms of that trust. 


In the meantime, Henry has made a 
mental note of the suggested changes in 
the distributive provisions of the profit- 
sharing plan and will take it up with the 
board of directors at its next meeting. It is 
hoped that at a minimum the installment 
distribution provisions of the trust will be 
changed to permit a distribution over a 
longer period of time following retirement 
and to permit all employees to say how 
their interests will be paid to their benefici- 
aries in the event of death. Whether the 
board of directors will see fit also to make 
all interests payable in a lump sum to all 
employees unless they make an election of 
the type contemplated by Section 72(h) of 
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the Code is not certain. There are many 
policy considerations involved here. 


Case of ‘‘Harry Hotshot'’ 


Henry leaves and Foida’s secretary an- 
nounces that his next appointment is wait- 
ing. Fonda’s next client turns out to be 
Harry Hotshot. Harry is an executive (of 
all things) of International Gadgets, Inc., 
Wonderful Widget’s competitor. Because 
International has been quite competitive in 
the matter of providing employee benefits 
(and because it will eliminate the necessity 
of exhibits with endless figures outlining 
Harry’s assets picture), Harry’s present pic- 
ture is exactly the same as Henry Hustler’s 
with the following exceptions: 


(1) Harry is 62 years of age. 


(2) He received his stock option about 
two years ago and has not exercised any 
part of it yet. Harry’s unexercised option 
presently is worth about $100,000, in terms 
of excess of current market price over the 
option price. Harry is pretty optimistic 
about the prospects of this option becoming 
considerably more valuable. He has been 
quite a conservative investor, preferring to 
keep large amounts in his checking account 
and his savings accounts. As a matter of 
fact, bank balances now total about $50,000. 


(3) Harry doesn’t have any profit-sharing 
benefits, but is covered under a noncontribu- 
tory pension plan under which he will re- 
ceive a pension (on a straight life annuity 
basis) of 40 per cent of his current base pay 
of $60,000. Harry also is faced with the 
problem of electing an optional form of 
receipt of his pension within a year. After 
that, his right to elect an optional form of 
income will be dependent on whether or not 
he can show evidence of good health. Hav- 
ing already experienced a mild coronary 
about three years ago, Harry feels that he 
must make his choice within the next year 
or the availability of an optional form of 
income will be gone forever. However, the 
only options currently available to him are a 
joint and survivor, level form of income 
during his and Mrs. Hotshot’s joint lives, 
or a ten-years certain and life option. 


(4) Harry also is troubled about the 
fact that International, not having been able 
to hire Henry Hustler away from Won- 
derful ten years ago as Harry’s potential 
successor, won’t have a ready replacement 


® Present value of pension of $24,000 per year 
on a straight life annuity basis for a male aged 
65 years, according to the 1937 Standard An- 
nuity Mortality Table, with interest at the rate 
of 3 per cent per annum. 
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for him when he reaches his normal retire- 
ment age. In fact, the board of directors of 
International has offered to extend Harry’s 
employment contract through the year he 
attains the age of 68 years. This, of course, 
will add to his deferred compensation. How- 
ever, Harry doesn’t like the idea because if 
he dies without having retired, under the 
present terms of the pension plan his widow 
will receive nothing, even if he has elected 
an optional form of payment of his income. 


Fonda immediately recognizes inherent 
difficulties in attempting to plan Harry’s 
estate. The available alternatives in connec- 
tion with his pension are limited. The same 
applies to his unexercised option. Therefore, 
Fonda suggests the following courses to 
Harry: 


(1) The pension plan should be amended 
to provide for broader, more flexible options 
which will include the possibility of lump- 
sum payments of commuted values of pen- 
sions and a 20-year’s certain and life optional 
form of income. If this is done, Harry 
should consider electing a 20-years certain 
and life option with a proviso that if he dies 
within 20 years, the commuted value of any 
unpaid pension for the balance of the 20-year 
period will be paid to an inter vivos insur- 
ance trust to be established by Harry. 


(2) Harry should suggest to the board of 
directors of International that the provisions 
relating to optional forms of retirement in- 
come should be frozen when an employee 
reaches retirement age so that if he subse- 
quently dies he does not lose all rights to his 
pension benefits, After all, the capital value 
of Harry’s pension ($266,280)° is the most 
significant asset in Harry’s estate. If such a 
change is made, Harry has nothing to lose 
in accepting an extension of his employment 
contract, assuming, of course, he wants to 
continue working. 


(3) If it is feasible, Harry ought to exer- 
cise his stock option. If he lives, he will 
have to exercise it between now and 1965 
when it appears he will be retiring from the 
company. On the other hand, if he dies 
while employed by the company, his estate, 
or other person who acquires the option at 
his death, will have only a period of three 
months following his death in which to 
exercise the option.” The option itself, be- 
ing a restricted stock option, is not trans- 
ferable other than by will or by the laws of 
descent and distribution." However, subject 


® Code Sec. 421(d)(6). For a recent court 
decision touching on this point, see McTighe 
v. U. 8., 60-2 ustc | 9705 (DC Pa.). 
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to the holding period requirements of the 
statute, stock acquired pursuant to Harry’s 
exercise of the option will be transferable 
by Harry. Flexibility of estate planning 
would be greatly enhanced if the stock: were 
acquired by Harry. Harry sadly relates to 
Fonda that this course might not be avail- 
able to its fullest extent. At the time options 
were granted, the board of directors of In- 
ternational was pretty frightened of stock- 
holder repercussions, so all options contained 
a provision that if an employee voluntarily 
leaves the employment of the company 
before retirement, he must sell back to the 
company stock of equivalent amount at a 
price equal to the option price, thereby tak- 
ing all of the profit out of the transaction. 
This doesn’t bother Fonda because it has 
already been decided that if suitable adjust- 
ments are made in the matter of available 
options and the freezing thereof under the 
pension plan, Harry is going to sign a con- 
tract for an additional five-year period of 
employment. With the signing of such a 
contract, it is highly improbable that Harry 
will leave the company’s employ voluntarily. 
If Harry gets the stock pursuant to the 
option and then dies, the stock will get a 
new basis at his death.” 


(4) When Harry signs his new employ- 
ment contract, he ought to see if payments 
under that contract, as well as other deferred 
compensation payments already contingently 
payable, can’t be accelerated to Mrs. Hotshot 
in the event of Harry’s death. The value of 
his deferred compensation payments will be 
one of the biggest single items in Harry’s 
taxable estate if he dies during the next few 
years. This will be especially true if Harry 
dies after his next contract period expires 
and his company group life insurance has 
been eliminated at his actual retirement. If 
the payments can’t be accelerated, Harry’s 
estate might face a tax financing problem 
solely because of the inclusion of the con- 
tract in his estate. Harry raises the very 
pertinent question of who should have the 
right to accelerate the payments. If it is at 
International’s option, then might not In- 
ternational pay the entire commuted value 
to Mrs. Hotshot in a single year, thereby 
subjecting the amounts received by her to 
high surtax rates? On the other hand, if 
Mrs. Hotshot has the right to accelerate 
the payments, couldn’t she be taxed on the 
entire commuted value on the theory that 
she might have the right to request accelera- 
tion of all of the payments in a single year? 
Fonda counters this by suggesting that the 
contract provide that International may 


® Code Sec. 1014(a). 
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commute and pay in a single year, but only 
at the request of Mrs. Hotshot (or other 
payee) in writing during the first year fol- 
lowing Harry’s death, and in any case only 
up to 30 per cent of the commuted value of 
all of the payments. 


Harry Hotshot is impressed with Fonda’s 
ideas and departs after promising to get in 
touch with Fonda as soon as possible after 
he has had an opportunity to present Fonda’s 
ideas to the executive committee of Interna- 
tional’s board. 


Case of ‘‘Harvey Hardwerker'’ 


By this time more than half the day has 
slipped away and Fonda still hasn’t had time 
to tackle his “paper work.” However, being 
subject to all human frailties, Fonda takes a 
short break for lunch. Two and one-half 
hours later, he returns in time to keep his 
appointment with Harvey Hardwerker. Har- 
vey has been a client of Fonda’s for many 
years. Back in the depression, Harvey, out 
of a job, decided to start a machine tool job 
shop. He never really intended that it would 
be anything big. In fact, he started it in his 
garage because in those days he couldn’t 
find anyone who wanted to rent the garage 
and Harvey couldn’t afford to keep a car 
himself. World War II really set things 
spinning for Harvey. The flood of business 
required him to lease new quarters to house 
all the additional machinery he had to ac- 
quire. Following the war business remained 
good, and Harvey, knowing by now that he 
had a good, permanent thing, bought land in 
a suburban industrial park and erected a 
brand new plant. Just prior to World War 
II Harvey had consulted with Fonda on a 
relatively minor matter (getting a priority 
problem straightened out), and Harvey was 
so pleased with the result that he has stayed 
with Fonda ever since. Early in the war 
Fonda advised Harvey to set up a qualified 
profit-sharing plan, which Harvey proceeded 
to do. The plan is noncontributory. 


At this stage of the game Harvey’s per- 
sonal picture (again to avoid endless figures) 
is about the same as that of Henry Hustler 
and Harry Hotshot, with the following ex- 
ceptions: 


(1) Harvey is age 60. He has two grown 
sons, one of whom has just finished his in- 
ternship and the other of whom is just 
entering medical school. 


(2) Harvey has no stock option and his 
company-provided group life insurance amounts 
to $40,000. 
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(3) Harvey owns 80 per cent of the stock 
of his business, the remaining 20 per cent 
being scattered among some of his earliest 
employees and associates. The business now 
has a net worth of about $1,200,000. 

(4) Harvey’s interest in the profit-sharing 
trust presently totals $200,000, and is grow- 
ing at the rate of about $15,000 per year. 
The profit-sharing trust itself is worth 
about $1 million. 


(5) Harvey has no deferred compensa- 
tion contract. 


(6) Harvey’s total assets picture, because 
of the growth of his company, is somewhat 
larger than that of Henry and Harry. 


Harvey feels that at this time he has 
had about enough, and he would like to 
dispose of his business interest. His prob- 
lems are manifold: 


(1) His estate will have a rather substan- 
tial financing problem if Mrs. Hardwerker 
dies first although, on the basis of the facts 
as they exist today, a partial redemption by 
the corporation for the purpose of paying 
estate taxes and administration expenses 
would be possible.” If Harvey dies first, the 
financing problem will be alleviated in his 
estate through the use of his profit-sharing 
balance; but then if he passes his stock on 
to Mrs. Hardwerker, the same problem will 
be presented in her estate. 


(2) None of his fellow stockholders has 
the means to buy Harvey out. Besides, 
if any of them did, a rather substantial 
capital gains tax would be payable, since 
Harvey’s basis for his stock is very low. 


(3) Harvey hasn’t been able to interest 
any large, listed company in acquiring his 
company. For a while, when the “urge to 
merge” was prevalent, Harvey and Fonda 
thought that some form of tax-free re- 
organization, whereby Harvey’s company 
was acquired by a larger, listed company, 
would be the ideal answer. The stumbling 
block, though, was that Harvey’s company 
had been making money. It didn’t have 
the high sales appeal of a loss company. 


(4) About a year ago Harvey and Fonda 
also thought that they had the answer in 
the form of a regulated investment com- 
pany. Under this deal Harvey would have 
exchanged his stock for that of a regulated 
investment company in a tax-free exchange, 
thereby eliminating the capital gains tax 
and giving Harvey something of a dispos- 
able nature. However, after Harvey had 
invited himself in, under the rules relating 

18 Code Sec. 303. 


“ Rev. Rul. 57-163, Pt. 5(p), I. R. B. 1957-16, 
p. 10. 
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to the formation of the regulated invest- 
ment company, Harvey would be invited out. 


At today’s appointment Harvey and Fonda 
are going to explore ways and means of 
letting Harvey’s employees acquire owner- 
ship of the business. 


Knowing that none of the employees is 
able to purchase Harvey’s interest, Fonda’s 
thoughts naturally turn to the profit-sharing 
trust. Fonda, of course, is apprehensive 
about the “exclusiveness-of-benefit test” and 
the “prohibited transaction” aspects of any in- 
vestment by the profit-sharing trust in stock 
of Harvey’s company. Fonda knows, too, 
that if he requests an advance ruling on the 
investment, the chief problem he is going 
to encounter will be that of the lack of a 
ready market for stock held in the trust. 
Dividends have been paid on the stock. It 
shouldn’t be too difficult to arrive at a satis- 
factory price. In fact, Harvey is prepared 
to give the trust a slight “break” in the 
matter of price. 


After much soul-searching, Fonda has 
come to the conclusion that there is not 
too much to lose in trying to have some 
stock of the company acquired by the 
profit-sharing trust, so he outlines the 
following course to Harvey: 


(1) The profit-sharing trust will be 
amended to permit earmarked investments 
for employees.“ The trust will be divided 
into two funds, one of which (Fund A) will 
consist of stock of the company and the 
other of which (Fund B) will consist of a 
diversified fund. Each participant (other 
than Harvey, of course) will have an op- 
portunity to invest not more than one half 
of his total vested account balance in Fund A. 


(2) Harvey will give the trustee an op- 
tion to purchase sufficient stock over the 
next year to meet all requests for invest- 
ment in Fund A. The following year a 
similar offer will be made, subject, of 
course, to the limit of the stock which 
Harvey owns. 

(3) To avoid annual valuation problems,” 
each participant’s account reflecting his in- 
terest in Fund A will be stated in terms of 
numbers of shares of stock of Harvey’s 
company. The balance of his account in 
Fund A will be reflected by cash or his 
undivided interest in temporary investments 
of that fund in short-term government 
securities. 


(4) An advance ruling by the Internal 


Revenue Service will be requested with 


% Rev. Rul. 57-163, Pt. 2(1). 





respect to both the amended and the stock 
offering. However, no advance ruling will 
be requested on the prohibited transaction 
aspects. Reliance will be placed on the 
fact that the trustee will be acting only on 
the direction of participants and the fact 
that the purchase price, in the best judg- 
ment of Fonda and Harvey, will be a bar- 
gain to the trust. 


(5) Because all of the employees of 
Harvey’s company reside in Illinois, there 
should be no problem of SEC registration 
of the offering to the trust. Because the 
trust is a qualified profit-sharing trust, there 
should be no state blue-sky law problem. 


Harvey agrees with Fonda that, in view 
of all of the circumstances, this probably 
is as good an approach as any. Harvey 
wants his employees to acquire ownership 
of the business. The employees themselves 
want to acquire ownership. The price to 
be paid will be fair. Employees will have a 
choice of whether the trust acquires any 
interest in the business for them. Harvey, 
of course, will have to pay a capital gains 
. tax on any stock sold. He is resigned to 
daing this at this stage. There is, of course, 
a risk that sufficient purchases will be made 
so that any partial-redemption approach in 
the event of his death will not be available 
because the percentage requirements will 
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ECTION 102(a) of the Internal Revenue 
Code of 1954 is peculiarly unadorned, 
considering that it has been a part of our 
revenue laws for some 47 years* and the 
subject of spirited litigation for at least 36 
of them.2 With a bare minimum of statu- 


1Sec. IIB, Tariff Act of October 3, 1913. 
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not be met. On the other hand, if sufficient 
purchases are made so that the percentage 
requirements are not met, the proceeds 
realized from such purchases, if conserva- 
tively invested, together with MHarvey’s 
profit-sharing plan interest, should be suf- 
ficient to pay any taxes which may arise 
because of stock which he still owns and 
which he is unable to sell prior to his death. 
If Harvey dies before his position in the 
company has been completely liquidated, 
there is no reason why his executors and 
their successors cannot continue the same 
program. If they do, stock which Harvey 
still held at his death would have acquired 
a new basis at his death. 

Fonda outlines all of the information 
which he will need for the purpose of pre- 
paring his ruling request, and Harvey 
leaves, promising to get the information to 
Fonda at the earliest practicable date. 


Fonda, in turn, having put in a pretty 
full day, tells his secretary that the paper 
work will have to be put over until to- 
morrow. Fonda has a pressing meeting, 
starting with dinner that evening, with a 
group of fellow lawyers, the subject of 
which is going to be: “What Approach 
Should the Bar Take in Getting H. R. 10 
Passed at the Next Session of Congress?” 

[The End] 


tory clarification, it says now, as it did in 
1913, that “Gross income does not include 
the value of property acquired by gift, be- 
quest, devise, or inheritance.” But behind 
this facade of simplicity lurks a tangled web 
of decisional law concerning the proper 
meaning for federal income tax purposes of 
the word “gift.” 

During the October, 1959 Term of the 
United States Supreme Court, certiorari 
was granted in three cases involving alleged 


2John H. Parrott, CCH Dec. 1, 1 BTA 1 
(1924). 
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gifts, principally upon the government’s as- 
sertion that it had discovered the phil- 
osopher’s stone which would transform the 
base metal of ad hoc decisions into the gold 
of legal principles. This philosopher’s stone 
was motive, and the Court ostensibly re- 
jected it. 

It is the purpose of this paper to review 
briefly the facts in these three cases, to ex- 
plore in some detail the arguments which 
the government advanced and the opinions 
which the ‘Court and its members rendered, 
and to speculate as to the possible future 
implications of these decisions. 


Facts in Duberstein 


In Commissioner v. Duberstein; the tax- 
payer was president of Duberstein Iron & 
Metal Company, and for several years had 
done business with Mohawk Metal Corpora- 
tion, whose president was one Berman. 
The taxpayer and Berman generally trans- 
acted business on the telephone, and from 
time to time at Berman’s request the tax- 
payer would furnish Berman with the names 
of potential customers for some of Mo- 
hawk’s products in which the taxpayer’s 
company was not interested. One day, 
Berman phoned the taxpayer and said the 
information had proved so helpful that he 
wanted to give the taxpayer a present. The 
taxpayer demurred, stating that Berman 
owed him nothing. Berman said he had a 
Cadillac as a gift for the taxpayer, and that 
he should send to New York for it. Ulti- 
mately, the taxpayer accepted the car, al- 
though he already had two. The taxpayer 
testified that he didn’t think he would have 
received the Cadillac had he not given 
Berman the names. Mohawk later de- 
ducted the value of the Cadillac as a busi- 
ness expense. 


The Tax Court held‘ that the Cadillac 
was remuneration for services rendered, 
finding that the record was barren of any 
evidence revealing an intention on the part 
of Mohawk to make a gift. The Court of 
Appeals for the Sixth Circuit reversed,’ on 
the grounds that there was such evidence 
and that the only evidence to the contrary— 
the fact that Mohawk took the deduction— 
occurred well after the transaction. 


Stanton Facts 


In Stanton v, U. S.,° the taxpayer had been 
employed for ten years as comptroller of 

3 60-2 ustc J 9515, 363 U. S. 278. 

*CCH Dec. 22,806(M), 17 TCM 16 (1958). 


5 59-1 ustc { 9385, 265 F. 2d 28. 
® 60-2 ustc J 9515, 363 U. S. 278. 
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Trinity Church and as president of a sub- 
sidiary real estate management company, 
Trinity Operating Company. At the time 
of his resignation to go into business for 
himself, his salary amounted to $22,500 per 
year. While there was some evidence of 
ill-feeling at the time of the taxpayer’s resig- 
nation, the directors of the operating com- 
pany, who were also the vestrymen of the 
church, passed a resolution awarding the 
taxpayer a gratuity of $20,000 “in apprecia- 
tion of the services rendered” by him, The 
resolution also contained a proviso that both 
corporations were released from all rights 
and claims to pension and retirement bene- 
fits not already accrued, but evidence was 
introduced to show that there were no such, 
rights or claims and that the proviso was 
merely prompted by an abundance of cau- 
tion. The district court’ made a simple 
oral finding that the payments were a gift. 
The Court of Appeals for the Second Cir- 
cuit reversed,® holding that the taxpayers 
had failed to establish that the payments 
were “more than an expression of gratitude 
for exceptional services rendered.” 


Kaiser Facts 


In U. S. v. Kaiser, the taxpayer was an 
employee of the Kohler Company in Wis- 
consin. When a strike was called by the 
UAW local, he went on strike even though 
he was not a member of the union. The 
job was the taxpayer’s sole source of in- 
come, and he applied for and received from 
the union strike assistance benefits of $15 to 
$16.50 per week. While the UAW ordi- 
narily did not pay strike assistance benefits 
where state or local assistance was available, 
the union considered the terms of local pub- 
lic assistance too stringent for the strikers. 
While picketing was encouraged, it was not 
a prerequisite to the taxpayer’s obtaining 
assistance from the union. The strike as- 
sistance fund of the UAW international was 
raised by per capita monthly assessments on 
local unions. The UAW constitution re- 
quired the international to be the authoriz- 
ing agency for strikes and imposed upon it 
the duty of rendering financial assistance 
to members on authorized strikes. In the 
district court, the jury rendered a verdict 
that the payments received by the taxpayer 
were a gift, but the court held” that as a 
matter of law the payments were income, 
since the union was under a moral obligation 
to make them and Since the union received 
something in return for them—the tax- 

7 Not reported. 

8 59-2 ustc ff 9562, 268 F. 2d 727. 


® 60-2 ustc { 9517, 363 U. S. 299. 
10 58-1 ustc { 9294, 158 F. Supp. 865 (DC Wis.). 
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payer’s participation in the strike. The 
Court of Appeals for the Seventh Circuit 
reversed the district judge,” holding alterna- 
tively that the assistance payments were not 
income under long-standing administrative 
practice and that the jury finding that the 
payments were a gift was supported by sub- 
stantial evidence in the record. 


Arguments Advanced 
by Government in All Three Cases 


The government petitioned for certiorari 
in the Duberstein and Kaiser cases, and ac- 
quiesced in the taxpayer’s petition in Stanton, 
principally on the basis of the importance 
to the administration of the revenue laws 
of clarifying the problem typified by these 
cases—the classification for tax purposes of 
voluntary payments made in a business con- 
text.” The writs were granted,” and the 
government proceeded in its briefs to make 
a thorough re-examination and analysis of 
the problem. 


First, stated the government, historical 
analysis showed that the test now employed 
by the courts in determining the classifica- 
tion for tax purposes of voluntary payments 
—that is, the intent of the payor—was bor- 
rowed from contract and property law.“ 
The classic definition of a gift for contract 
and property law purposes was set forth in 
Gray v. Barton,” an 1873 decision of the New 
York Court of Appeals, as follows: 


“A gift may be defined as a voluntary 
transfer of his property by one to another 
without any consideration or compensation 
therefor. To make it valid the transfer 
must be executed, for the reason that there 
being no consideration therefor no action 
will lie to enforce it. To consummate a gift 
there must be such a delivery by the donor 
to the donee as will place the property 
within the dominion and control of the lat- 
ter with intent to transfer the title to him.” 


This definition was imported into the tax 
area. In Estate of David R. Daly,* the 
Board of Tax Appeals cited Gray v, Barton 
and observed: 


“The essential elements of a gift are an 
intention to give, a transfer of title or de- 
livery, and an acceptance by the donee. 
Reviewing the evidence in this appeal, we 
find an actual delivery of the property and 
the acceptance by the donee. The intention 
may be ascertained from the resolutions of 


4 59-1 uste f 9146, 262 F. 2d 367 

12 Duberstein petition, p. 5. 

8 363 U. S. 923 (1960); 359 U. S. 1010 (1959). 
44 Stanton brief, pp. 13-22. 

% 55 N. Y. 68 (1873). 

% CCH Dec. 1331, 3 BTA 1042 (1926). 
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the board of directors and the subsequent 
treatment of the payment by the corporation.” 


The leading case of Noel v. Parrot," in the 
Court of Appeals for the Fourth Circuit, 
also cited Gray v. Barton and added the ob- 
servation, also drawn from the common law, 
that the motive accompanying a gift is 
usually not material. 


The introduction of this property law 
concept into the tax field was erroneous, 
next argued the government, for the “in- 
tent” test is not capable of being given 
meaningful content in this field.“ In .con- 
tract or property law, “intent” is normally 
used to denote the legal relationship desired 
to be created by an act. “Donative intent” 
means simply an intent to convey a bene- 
ficial interest in property without imposing 
any duties upon or affecting any rights of 
the recipient. The application of this con- 
cept in the tax field has no meaning, since 
there is no question as to the quality of the 
recipient’s title—in a tax controversy, there 
has ordinarily admittedly been an effective 
transfer of property without consideration 
in the common law sense. 


The effect of using this inapplicable cri- 
terion of donative intent has been to hinder 
the growth of any meaningful rationale in 
this area. Faced with the problem of clas- 
sifying a payment made in a business con- 
text as gift or compensation, the courts 
have proceeded to state the problem as one 
of intent, and then draw an ad hoc conclu- 
sion from a list of various “evidentiary 
facts’—among others, whether the payor 
deducted the item in question; if the pay- 
ment be a corporate one, whether the share- 
holders ratified it; whether services were 
ever performed by the recipient; whether 
the payment, if to a retiring employee, was 
based upon salary; and, presumably most 
important, how the payor characterized the 
payment. 

Arriving at the principal point in its argu- 
ment, the government asserted that the only 
factual distinction that could be drawn 
among different kinds of voluntary payments 
was the difference in the reasons why they 
were made, that is, the motive of the payor, 
and that for tax purposes the line should be 
drawn between transfers motivated by per- 
sonal reasons and those motivated by busi- 
ness reasons.” A “business reason” would 
be any reason that established a proximate 
causal relationship between the payment 


1715 F. 2d 669 (1926), cert. den., 273 U. S. 754. 

18 Stanton brief, pp. 23-25; Duberstein brief, 
pp. 912. 

%” Duberstein brief, pp. 13-15; Stanton brief, 
pp. 29-33. 
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and the conduct of a business, the produc- 
tion of income or the performance of serv- 
ices, Resort could be had to the body of 
law relating to the deductibility of business 
expenses in order to establish proximate- 
ness. If a payment were sufficiently re- 
lated to the business to be a proper deduction 
for tax purposes, then it should not qualify 
as a gift. 

Shifting now into high gear, the govern- 
ment argued that its new test of motive was 
fully supported both by statute and by 
Supreme Court decisions.” 


First, as to statute, the fact that the term 
“gift” was included with “bequest, devise or 
inheritance” indicates that Congress had in 
mind personally motivated transfers. This 
inference is supported by the fact that 
Congress did not subject corporations to 
the gift tax. Further, Congress made gifts 
of income taxable, and since a deductible 
gift produces precisely the same evil—the 
disappearance of income as the result of a 
gift—Congress must have intended to define 
gifts as excluding business expenses.” 


Second, as to Supreme Court decisions, it 
was urged that the recent decisions had re- 
jected the test of intent and embraced that 
of motive, and that the older decisions, to 
the extent not already modified, could be 
reconciled. 


In Robertson v. U. S..* where the taxpayer 
won an award for submitting a symphony 
in a contest, the Court said, in holding the 
award not a gift, that the case would be 
different had the payment not been made 
for services, but “out of affection, respect, 
admiration, charity or like impulses.” In 
Commissioner v. LoBue,” where the question 
of the taxability of employee stock options 
was raised, the Court stated that options 
could not be exempt from taxation as a 
gift, since “there was not the slightest indi- 
cation of the kind of detached and disinter- 
ested generosity which might evidence a 
‘gift? in the statutory sense.” These two 
recent decisions were said to indicate a reli- 
ance by the Court on motive in determining 


* Stanton brief, pp. 34-40, 63-77; Duberstein 
brief, pp. 13-15; Kaiser brief, pp. 27-31. 

In further support of this argument, the 
government urged that Sec. 113(a)(2) of the 
1939 Code was designed to prevent income from 
escaping taxation by gift. For example, it is 
stated (Stanton brief, pp. 38-40) that if prop- 
erty were given to a widow by a corporation 
instead of money, she would be required to 
take it at the corporation's adjusted basis, and 
that the basis would be adjusted to zero under 
Sec. 113(b)(1)(A) of the 1939 Code by reason 
of the deduction taken by the corporation. Ac- 
cordingly, she would realize a gain upon its 
sale. Why should the result differ when dollars 
are involved? It is submitted that it is far 
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whether a gift has been made for tax 


purposes. 

While the Court in Helvering v. American 
Dental Company™ held a cancellation of in- 
debtedness for purely business reasons to 
be a gift, since the recipient received “some- 
thing for nothing,” that decision’ was sub- 
stantially overruled by Commissioner v. 
Jacobson.* 


Finally, even Bogardus v. Commissioner™ 
was alleged to be reconcilable’ with the 
government theory. There, it will be re- 
called, the stockholders of Universal Oil 
Products ‘Company sold all their stock in 
the company. Prior to the sale, investment 
assets were spun off to Unopco Corpora- 
tion. Several days after the sale, the board 
of directors of Unopco resolved to make a 
“gift or honorarium” to the employees of 
Universal in appreciation of their loyalty 
and support. The stockholders of Unopco 
ratified this action. Noting that the dis- 
bursements were not made for any con- 
sideration given or to be given to Unopco 
or its shareholders, the Supreme Court held 
them to be gifts, stating: 


“There is entirely lacking the constrain- 
ing force of any moral or legal duty as well 
as the incentive of anticipated benefit of any 
kind beyond the satisfaction which flows 
from the performance of a generous act.” 


This passage, argued the government, 


showed that the Supreme Court was really 
speaking of motive. 


Duberstein Argument 


The foregoing line of argument was ex- 
pounded in the government’s briefs in all 


three cases. A few short statements were 
then required to dispose of Messrs. Duber- 
stein and Stanton.” Regarding Duberstein, 
there was no gratitude in the personal sense 
which prompted Berman to give Duber- 
stein the Cadillac. All that motivated Ber- 
man was a sense of obligation to make 
recompense for services rendered—ergo, not 
a gift. 
from clear that Sec. 113(b)(1)(A) of the 1939 
Code requires a basis adjustment of this sort in 
the hypothetical situation. If the government’s 
reasoning were valid, Sec. 1015(d) of the 1954 
Code, which was added by the Technical 
Amendments Act of 1958, permitting the donee 
to add the donor’s gift tax to the basis of prop- 
erty, would have been unnecessary. 

22 52-1 ustc ff 9343, 343 U. S. 711. 

23 56-2 ustc {| 9607, 351 U. S. 243. 

* 43-1 ustc {§ 9318, 318 U. S. 322. 

% 49-1 ustc { 9133, 336 U. S. 28. 

%6 37-2 ustc 7 9534, 302 U. S. 34. 

27 Duberstein brief, pp. 15-19: Stanton brief, 
pp. 77-79. 
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Stanton Argument 


Regarding Stanton, a retiring employee, 
the decision was rendered simple by the 
new test of motive. The funds of a corpo- 
ration could not properly be expended for 
the personal reasons essential to a gift. 
Consequently, the presumption that the 
board of directors had not committed a 
breach of trust by expending corporate 
funds for personal reasons resolved the 
question against Stanton. 


Kaiser Argument 


Turning to the Kaiser situation, the gov- 
ernment argued that the motivations in- 
volved negated the presence of a gift.” 
The strike benefits were paid to promote 
the economic objectives of the union, to 
strengthen the strike. Although the benefits 
were based upon need, they were limited to 
strikers represented by the union on an 
authorized strike. While charity may be 
dispensed to a limited class, this is not so 
when the class is defined by the economic 
objectives of the payor. Further, the union 
constitution obligated it to render financial 
assistance to members. This was essentially 
a contractual obligation. As to nonmembers 
such as Kaiser, the third-party beneficiary 
theory was applicable. 


The payments to Kaiser not being gifts, 
the government then argued™ that they 
were taxable under the rationale of Com- 
missioner v,. Glenshaw Glass Company,” 
which held punitive damages under the an- 
titrust laws to be taxable income. The 
holding in Eisner v. Macomber™ that income 
was limited to “gain derived from capital, 
‘from labor, or from both combined” was 
said by the Court to be concerned only with 
the problem of realization of income, and 
was not intended “to provide a touchstone 
to all future gross income questions.” The 
multitude of rulings cited by the taxpayer 
were asserted not to be in point. Some in- 
volved clearly gift items—social security 
payments, unemployment compensation, public 
relief.” Others involved the question of 
whether gain had been realized—damages 
for personal injuries, breaches of promise 
and wrongful death, and indemnity pay- 
‘ments to war victims.” Here, payments 


% Kaiser brief, pp. 15-25. 

»” Kaiser brief, pp. 38-42. 

3 55-1 ustc { 9308, 348 U. S. 426. 

%1 1 ustc J 32, 252 U. S. 189 (1920). 

27. T. 3447, 1941-1 CB 191; I. T. 3194, 1938-1 
CB 114; I. T. 3229, 1938-2 CB 136; Rev. Rul. 
55-652, 1955-2 CB 21. 

% Sol. Op. 132, I-1 CB 92; G. C. M. 4363, VII-2 
CB 185: I. T. 2420, VII-2 CB 123; Rev. Rul. 
55-132, 1955-1 CB 213; Rev. Rul. 131, 1953-2 CB 
112; Rev. Rul. 56-518, 1956-2 CB 25. 
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were received by Kaiser for refraining from 
work, and they would be taxable even under 
the test of Eisner v. Macomber. 


Duberstein and Stanton Opinion 


A single opinion of the Supreme Court, 
written by Mr. Justice Brennan, and joined 
by the Chief Justice and Associate Justices 
Stewart and Clark, covered the Duberstein 
and Stanton cases.“ The Court rejected the 
invitation of the government to establish a 
new test for gifts, being of the opinion that 
the Court had already spelled out the appli- 
cable general principles and that the problem 
did not lend itself to more definitive solu- 
tion. The opinion then proceeded to enun- 
ciate these principles: 


(1) The statute uses the term “gift” in a 
colloquial, rather than a common law, sense. 


(2) The absence of a legal or moral obli- 
gation to make a payment does not establish 
that it is a gift.” 

(3) Conversely, the presence of any legal 
or moral obligation or the incentive of any 
anticipated economic benefit establishes that 
the payment is not a gift.” 


(4) Where a payment is for services ren- 
dered, it is irrelevant that the payor derives 
no economic benefit from it.” 


(5) A gift, in the statutory sense, pro- 
ceeds from a detached and disinterested 
generosity,” out of affection, respect, admi- 
ration, charity or like impulses,” and the 
most critical consideration is the intention 
of the payor.” 

(6) Regarding intention, the common law 
concept of “donative intent” does not con- 
trol—the proper criterion is an objective 
inquiry into the dominant reason explaining 
the action of the payor.” 


As to this last principle, the Court labeled 
the government’s suggested switch from in- 
tent to motive as a “verbal mutation.” It 
then characterized the various presumptions 
advanced by the government—that payments 
by an employer to an employee ought to 
be taxable, that the concept of a gift is 
inconsistent with that of a business expense, 
that a gift necessarily involves personal 
elements and that a business corporation 


% 363 U. S. 278 (1960). 

% Old Colony Trust Company v. Commis- 
sioner, 1 ustc { 408, 279 U. S. 716 (1929). 

% Bogardus v. Commissioner, cited at foot- 
note 26. 

3t Robertson v. U. 8., cited at footnote 22. 

38 Commissioner v. LoBue, cited at footnote 23. 

% See footnote 37. 

*# See footnote 36. 

“1 See footnote 36. 
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cannot properly give away its assets—as 
“maxims of experience” rather than prin- 
ciples of law. 


The “statute does not make nondeducti- 
bility by the transferor a condition on the 
‘gift’ exclusion.” Nor is there anything in 
the statute requiring that in order to deter- 
mine whether a payment made by a cor- 
poration is a gift, resort must be had to 
local law to determine the propriety of the 
payment. 


Ultimately, stated the Court, decision 
must be based “on the application of the 
fact-finding tribunal’s experience with the 
mainsprings of human conduct to the totality 
of the facts of each case.” 


Turning to the cases at hand, the Court 
remarked that the transfer of the Cadillac 
to Duberstein was “at bottom a recompense 
for Duberstein’s past services,” and held 
that the conclusion of the Tax Court was 
not clearly erroneous. Justices Harlan and 
Whittaker concurred in the result, Justices 
Frankfurter and Black concurred in the 
opinion as well, and only Justice Douglas 
dissented. 


The Court then vacated the judgment of 
the court of appeals in the Stanton case 
and remanded for further proceedings. The 


majority objected to the trial court’s un- 
elaborated finding of fact that the payments 


were gifts. There is “a point where find- 
ings become so sparse and conclusory as 
to give no revelation of what the District 
Court’s concept of the determining facts 
and legal standard may be.” 


Mr. Justice Whittaker concurred in the 
result, so that a majority existed. Justices 
Douglas, Black, Frankfurter and Harlan 
dissented. 

Mr. Justice Douglas felt that the payment to 
Stanton was a gift within the meaning of 
the Bogardus case. Justice Black felt that 
while the finding of fact made by the dis- 
trict court might have discussed the facts 
in greater detail, he doubted that this would 
make its “adequately supported finding any 
clearer.” 

Mr. Justice Frankfurter’s dissent, with 
which Justice Harlan agreed, thought that 
the court of appeals decision, reversing the 
district court, should be affirmed, stating 
that the payment awarded to Stanton “was 
not a ‘gratuity’ in the sense of sheer benev- 
olence but in the nature of a generous 
lagniappe, something extra thrown in for 
services received though not legally nor 
morally required to be given.” 


#2 363 U. S, 299 (1960). 
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Kaiser Opinion 


In the Kaiser case, the opinion of the 
Court. was also written by Mr. Justice 
Brennan, and joined by the Chief Justice 
and Mr. Justice Black. The Court affirmed 
the Seventh Circuit’s holding that the proof 
was adequate to support the jury’s verdict 
that the strike assistance payments were 
gifts. Taking into account the form and 
amount of the payments, the condition of 
need and the lack of public assistance, the 
jury could properly conclude that the pay- 
ments were not a recompense for striking, 
The language of the union constitution being 
rather general, the jury could conclude that 
the assistance did not proceed from any 
legal or moral obligation. “And on all 
these circumstances, the jury could have 
concluded that assistance, rendered as it 
was to a class of persons in the community 
in economic need, proceeded primarily from 
generosity or charity, rather than from the 
incentive of anticipated economic benefit.” 


Mr. Justice Frankfurter concurred in the 
result in a separate opinion in which Justice 
Clark joined. Reviewing a multitude of 
rulings “ made by the Commissioner which 
had been cited by the plaintiff to show an 
administrative practice of excluding so-called 
“subsistence” payments from gross income, 
Justice Frankfurter found the rulings in- 
volved either true gifts or alleviative receipts. 
However, he found sufficient evidence in 
the record for the jury to have found that 
the payment to the taxpayer “was, un- 
like the ordinary strike benefit, wholly a 
benefaction because of need, uninfluenced 
by the union’s self-interest in promoting the 
success of the strike.” There was, to his 
way of thinking, evidence that “the union 
had assumed the functions normally exer- 
cised by private charitable organizations and 
governmental relief programs, in view of 
the excessive difficulty in getting adequate 
relief from them, so that these benefits were 
dispersed pursuant to such a charitable 
relief program in what, because of the 
strike, was a distressed area.” 


Mr. Justice Douglas concurred, again on 
the authority of the Bogardus case, stating 
that the payments were “welfare, plain and 
simple.” 


Mr. Justice Whittaker, joined by Justices 
Harlan and Stewart, dissented. It now 
being established that the objective inten- 
tion of the transferor determines whether 
transfers constitute gifts, there was nothing 
in the record to show that the union made 


* See footnotes 32 and 33 for some of those 
reviewed. 
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the payments out of any “detached and dis- 
interested generosity.” The payments were 
rather made in furtherance of the union’s 
economic objectives. Nor did the union act 
from the charitable impulses of a welfare 
agency. As far as there being any special 
circumstances present, the record indicated 
that the only reason the local welfare 
agencies were not used was that the union 
thought their restrictions oppressive to the 
strikers. 


Restatement of Tax Law of Gifts 


Viewing the shambles of divergent opin- 
ions rendered by the members of the Court, 
the first impression is that the three cases 
amounted to little more than a dispute over 
the scope of judicial review. However, the 
Court—particularly in the Duberstein opinion 
—has rendered a useful restatement of the 
tax law of gifts, has cleared away some 
misconceptions and has indicated some areas 
of emphasis. 


It would first seem that the government’s 
principal point—that the proper test in 
characterizing a voluntary payment is the 
motive of the payor—has been upheld in 
all but name. The opinion of the Court 
in Duberstein, after labeling the test a “verbal 
mutation,” proceeded to say: 


“We take it that the proper criterion, 
established by decision here, is one that 
inquires what the basic reason for his con- 
duct was in fact—the dominant reason that 
explains his action in making the transfer.” 


This criterion is motive. Reference to 
any legal dictionary will show that “motive” 
is defined as the cause or reason why a 
thing is done.“ This being so, why did 
the Supreme Court refuse to adopt the label 
proposed by the government and instead 
cling stubbornly to the notion that an 
“objective inquiry” can unearth the reasons 
underlying conduct”? It is submitted that 
the failure of the Supreme Court to embrace 
the government’s label was occasioned by 
an apprehension that there might be no 
stopping; that admitting that the charac- 
terization of payments as gifts involved in- 
quiry into personal motivations might open 
the door to the corollaries urged by the 
government—that a corporation could not 
have personal motivations and could thus 
not make gifts, and that any purported gift 
would therefore constitute either a breach 
of trust by the directors or a constructive 
dividend to the shareholders and a con- 
structive transfer by them to the donee.* 


“E.g., Black’s Law Dictionary (3d Ed., 1933), 
p. 1209. 
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It would not seem unreasonable to assume 
that the Supreme Court felt it best to 
deny the postulate of the theory in order 
to avoid constructive nightmares. 


The other corollary which the Court 
seemed anxious to avoid was that in deter- 
mining whether a payment was motivated 
by business reasons, and thus not a gift, 
the question would be one of proximate 
causal relationship, which would be re- 
solved by reference to the question of 
whether the payment would qualify as an 
ordinary and necessary business expense. 
The Court thought that this inquiry would 
“summon one difficult and delicate problem 
of federal tax law as an aid to the solution 
of another.” 


One thing the Court’s restatement of the 
law in Duberstein makes perfectly clear is 
that there are few, if any, situations in 
which a business gift will not be taxable 
to the recipient. The statement in Robertson 
that a gift arises out of “affection, respect, 
admiration, charity or like impulses” was 
pure dictum, since the decision was based 
upon the fact that services had been rendered 
for the payment there made. 


Similarly, in LoBue, the question for de- 
cision was whether an employee realized 
gross income upon the exercise of a stock 
option, and the Court’s remark that a gift 
proceeds from a “detached and disinterested 
generosity” was wholly gratuitous. 


The elevation by the Court of these dicta 
to controlling principles has rendered fruit- 
less any argument that the receipt of some- 
thing for nothing is enough to establish a 
gift under the American Dental Company 
rationale, or that the lack of legal or moral 
obligation or anticipated economic benefit 
to the donor suffices to establish a gift 
under the Bogardus rationale. 


It would appear that in order for a busi- 
ness gift to be a gift for tax purposes, there 
must be virtually a Damon and Pythias 
relationship between the donor and donee, 
so that it can be demonstrated that the 
dominant motive was affection. Or perhaps 
it will be enough to show that the recipient 
was a needy purchasing agent. While these 
examples may be somewhat overdrawn, there 
is little question but that this area of giving 
is virtually foreclosed. 


Dim Future for ‘‘Faithful Stewards’’ 


The future also appears rather dim for 
the “faithful stewards” who upon retirement 


* Stanton brief, pp. 40-56. 
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receive gratuities or honoraria from grateful 
employers. Prior to the Duberstein deci- 
sion, some refuge could be found in the 
majority opinion in the Bogardus case, with 
its statements that where there was lacking 
“the constraining force of any moral or 
legal duty” or “the incentive of anticipated 
benefit” to the payor, there was no gift. 
In Duberstein, however, the Court embraced 
the dissenting opinion in Bogardus twice, 
and in two footnotes “ stated that the only 
real division in the Court in Bogardus re- 
garded the weight to be accorded the find- 
ings of the trier of fact. 


The test laid down by the dissent “ is 
not nearly so comforting as that of the 
majority: 

“What controls is the intent with which 
payment, however voluntary, has been made. 
Has it been made with the intention that 
services rendered in the past shall be re- 
quited more completely, though full acquit- 
tance has been given? If so, it bears a tax. 
Has it been made to show good will, esteem, 
or kindliness toward persons who happen 
to have served, but who are paid without 
thought to make requita} for the service? 
If so, it is exempt.” 


It is difficult to visualize many situations, 
other than those of the faithful family re- 
tainer or the retired minister,“ where this 
test will be met. The natural desire of 
most employers to claim a deduction for 
retirement awards will prompt them to insert 
the phrase “in recognition of his services” 
or “in appreciation for his services” in the 
resolution calling for the gratuity or honora- 
rium. This will make it most difficult for 
the recipient to establish that the payment 
was made “without thought to make re- 
quital for the service.” 


The extent to which personal motivations 
will have to be demonstrated in this area 
is indicated by the opinion of the district 
court upon remand of the Stanton case.” 
The court first found that the operating 
company in substance was a part of Trinity 
Church and that this rendered the case a 
unique one. The vestrymen of the church 
were “deeply concerned that their fiduciary 
duties should be rendered so as to meet 
the most exact requirements of a sensitive 
conscience.” Mr. Stanton, found the court, 
had “performed so genuine a stewardship 
that they could not suffer the closing of 
his association with them to be marked by 
the mere adoption of formal resolutions.” 


“6 363 U. S., at pp. 286 and 289. 

47 302 U. S., at p. 44. 

4 Mutch v. Commissioner, 54-1 vustc { 9165, 
209 F. 2d 390 (CA-3); Schall v. Commissioner, 
49-1 ustc | 9298, 174 F. 2d 893 (CA-5). 
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After quoting the language of the dissent 
in Bogardus, the court then held: 


“In my opinion the presence of good will, 
esteem and kindliness in the minds of the 
Vestry of Trinity Church is demonstrated 
by the evidence; and also the reason that 
called into existence that purpose, namely, 
something over and above a mere whim 
or transitory emotion, but rather a deep 
sense of appreciation for the way in which 
Mr. Stanton had enabled the members of 
the Vestry to rise to the requirements of 
their high office.” 


Importance—and Pity— 
of Kaiser Decision 


There would appear to be little of prece- 
dential value in the Kaiser case. If there be 
any importance at all in the decision, it lies 
in the fact that the Court, in effect, en- 
dorsed a long series of rulings by the Com- 
missioner ™ to the effect that welfare payments 
constitute gifts. The pity of the Kaiser case 
is that the Court never reached the vital 
issue presented—that is, if the strike bene- 
fits were not gifts, were they includible in 
income? The government, as noted pre- 
viously, argued that the effect of the Glen- 
shaw Glass Company decision was to render 
all windfalls ‘taxable. The taxpayer pre- 
sented an ingenious argument, exhaustively 
documented, in support of its thesis that 
subsistence relief has never been considered 
taxable income, that the vital distinction 
between income and mere receipts is that of 
enrichment as opposed to mere alleviation 
of loss." The attempt by the taxpayer to 
lump together rulings dealing with welfare 
payments and cases and rulings dealing 
with recoveries for personal injuries into 
one grand category of “alleviative receipts,” 
into which the strike benefits might con- 
veniently fit, was rejected by Justices Frank- 
furter and Clark; but it is unfortunate that 
the full Court never faced the issue. 


Future of ‘Widow Payment’ Cases 


Finally, we come to the question of great- 
est practical importance: What is the future 
of the “widow payment” cases? Here is an 
area where the tax law has achieved a 
praiseworthy result in easing the bereave- 
ment of the widow. The payment made by 
the employer of her late-lamented husband 
is deductible by the employer, not includible 


# 60-2 ustc { 9703 (DCN. Y.). 
% See footnote 32. 
51 Kaiser, respondent’s brief, pp. 27-37. 
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in the husband’s estate for federal estate 
tax purposes, and free of income taxes to 
the widow. Here, surely, is the best of all 
possible worlds. Let us examine briefly the 
origins of this situation. 


Article 108 of Income Tax Regulations 
45, issued under the Revenue Act of 1918, 
provided: “When the amount of the salary 
of an officer or employee is paid for a limited 
period after his death to his widow or heirs 
in recognition of the services rendered by 
the individual, such payments may be 
deducted.” 


This provision was continued without 
substantial change in the regulations under 
subsequent revenue acts and the 1939 Code,” 
and was considered to be a recognition by 
the Commissioner of “the very general cus- 
tom of business to make such payments for 
a reasonable time when death occurred to a 
faithful officer or employee.” 


In 1939, I. T. 3329 was issued, consider- 
ing the situation where the employer paid 
the widow the decedent’s full weekly salary 
for a year and then paid the weekly amount 
once a month for a second year. The ruling 
held the payments deductible under the 
regulations, despite the fact that the amounts 
paid during the second year were not equal 
to the decedent’s salary. Next, the ruling 
held that the amounts were gifts to the 
widow, saying: 


“When an allowance is paid by an or- 
ganization to which the recipient has 
rendered no service, the amount is deemed 
to be a gift or gratuity.” 


In 1949, the Tax Court took the Com- 
missioner at his word in Louise K, Aprill,™ 
where the employer paid a year’s salary to the 
widow of its president and 75 per cent 
shareholder “in recognition of the services 
rendered” by him. Noting that there was 
no obligation to pay for the husband’s past 
services, the Tax Court merely cited I. T. 
3329 as authority that the payments were 
gifts. The reference to the husband’s past 
services in the corporate resolution and the 
fact that the corporation deducted the pay- 
ments were explained, said the court, “by 
the desire of its officers to comply with 
I: °F; 3329.” 


Sensing that something was going rapidly 
amiss in the seamless web of the Internal 


% Art. 108, Regs. 62; Art. 109, Regs. 65 and 
69; Art. 129, Regs. 74 and Regs. 77; Art. 23 
(a)-9, Regs. 86-94 and 101; Sec. 19.23(a)-9, Regs. 
103; Sec. 29.23(a)-9, Regs. 111; Sec. 39.23(a)-9, 
Regs. 118. 

58 1939-2 CB 153. 

*% CCH Dec. 17,275, 13 TC 707. 

% 1950-2 CB 9. 
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Revenue Code, the Commissioner issued 
I. T. 4027," holding such payments includ- 
ible in the gross income of the widow. The 
ruling first quoted that portion of Section 
29.22(a)-2 of Regulations 111, which had 
been in the regulations since 1921: 


“However, so-called pensions awarded by 
one to whom no services have been rendered 
are mere gifts or gratuities and are not 
taxable.” 


It was then stated that I. T. 3329 had 
misapplied the foregoing provision, and that 
the critical consideration was not whether 
services had been rendered by the recipient 
but whether services had been rendered to 
the payor. Consequently, concluded the 
ruling: 

“It is the position of the Bureau that irre- 
spective of a ‘plan,’ voluntary or involun- 
tary, definite or indefinite, payments of the 
type herein considered constitute taxable 
income, and it is held that payments made 
by an employer to the widow of a deceased 
officer or employee, in consideration of serv- 
ices rendered by the officer or employee, are 
includible in the gross income of the widow 
for Federal income tax purposes.” 


Five years later, the Tax Court held I. T. 
4027 inapplicable to a factual situation al- 
most identical to that presented in the 
Aprill case. This was the case of Estate of 
Arthur W. Hellstrom.* The court stated that 
where a payment was a gift it remained 
such, regardless of the fact that the corpora- 
tion might state its reasons for making the 
payment as being “because of” or “in recog- 
nition of” or “in consideration of” the 
services of a deceased employee. It felt im- 
pelled to this conclusion by the statement 
in Bogardus that “a gift is none the less a gift 
because inspired by gratitude for past faith- 
ful services.” The court thought the sig- 
nificant facts were that the payment was 
made to the widow, rather than the dece- 
dent’s estate; that there was no obligation 
to pay the additional compensation; that 
there was no benefit to the corporation 
from the payment; and that no services had 
been rendered by the recipient of the payment. 


After losing a series of cases similar to 
Hellstrom," the Commissioner stated in Rev. 
Rul. 58-613" that he would litigate no more 
cases under the 1939 Code, except where 


% CCH Dec, 21,191, 24 TC 916 (1955). 

* Bounds v. U. 8., 591 ustc § 9159, 262 F. 2d 
876 (CA-4, 1958); Florence S. Luntz, CCH Dec. 
22,801, 29 TC 647 (1958); Rodner v. U. 8., 57-1 
ustc { 9392, 149 F, Supp, 233 (DC N. Y.); Jack- 
son v. Grandquist, 57-2 ustc { 9713, 169 F. Supp. 
442 (DC Ore.) ; and others. 

58 1958-2 CB 914. 
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there was clear evidence that the payments 
were intended as compensation, where the 
payments were disguised dividends or where 
the payments were made under a contract 
or other binding obligation, a plan or a statute. 


Matters stood thus until the case of Reed 
v. U. S.” arose in the United States District 
Court for the Western District of Kentucky. 
This involved a payment under the 1954 
Code, and the government argued that 
when Congress revised Section 22(b)(1) 
(B) of the 1939 Code, which exempted from 
income taxes the first $5,000 of employee 
death benefits paid under a contract, by 
eliminating the requirement of a contract, 
it impliedly intended to tax all contractual 
and noncontractual payments in excess of 
$5,000. Not so, said the district court; the 
meaning of Section 102(a), excluding gifts 
from income, is not changed by the liberaliza- 
tion of Section 101(b), dealing with employee 
death benefits. The Court of Appeals for the 
Sixth Circuit affirmed without opinion.” 


The last shot has not been fired, however. 
In T. I. R. No. 252," the Internal Revenue 
Service reiterated its contention that these 
payments are controlled by Section 101(b) 
of the Code, and announced that it would 
not follow the decision in the Reed case. 


Likely Effect of Decisions 


What effect will the Duberstein case have 
in this area? If the Internal Revenue Service 
is unsuccessful in convincing the courts that 
Section 101('b) of the Code was intended to 
modify Section 102(a)—and it seems vir- 
tually certain that the Service will be un- 
successful—an attempt may well be made 
to persuade the courts to re-examine the 
1939 Code cases in light of the Dwuber- 
stein case. The only real foundation for the 
Hellstrom decision was the Bogardus case, 
and it would seem that the significant 
downgrading of the importance of the 
Bogardus case in Duberstein, together with 
the stress placed upon the concept of the 
dissenters in Bogardus and the majority in 
Robertson and LoBue that gifts must pro- 
ceed from kindliness, good will, admiration, 
compassion and the like, might well be 
enough to torpedo Hellstrom. 


’ Perhaps, in view of the adverse prece- 
dents, the government will prefer to center 
its attack on the employer. As we noted 
previously, from the regulations under the 
Revenue Act of 1918 through the regula- 
% 59-1 ustc { 9264, 177 F. Supp. 205. 
60-1 ustc {| 9349, 277 F. 2d 456. 


«1 September 12, 1960, CCH Standard Federal 
Tax Reports (1960 Ed.), {| 6615. 
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tions under the 1939 Code, there has been 
a provision allowing the employer a deduc- 
tion where the salary of a deceased em- 
ployee is paid for a limited period after 
death to the widow or heirs in recognition 
of services rendered. It is quite clear that 
the foundation for this deduction is the 
regulation itself. 


In McLaughlin Gormley King Company,” 
the taxpayer attempted to deduct payments 
beyond a limited period of time, and claimed 
that the Commissioner was without author- 
ity to limit the amount of the payments. 
The court stated that absent a contractual 
liability, an established pension policy or a 
showing that the payments were for past 
compensation and were reasonable in amount, 
the payments were not deductible as or- 
dinary and necessary business expenses at 
all. Referring to the regulations, the Tax 
Court said: 


“This provision was, no doubt, a recogni- 
tion on the part of the Commissioner of the 
very general custom of business to make 
such payments for a reasonable time when 
death occurred to a faithful officer or em- 
ployee, but the fundamental right to this 
deduction when demanded by a taxpayer 
must be established within the language of 
section 23(a).” 


In Fifth Avenue Coach Lines, Inc." the 
Tax Court reviewed the uneasy state of the 
law underlying the employer’s deduction. 
The court stated that the motives involved 
were usually ambiguous and multiple, quot- 
ing Peters v. Smith™ to the effect that these 
payments could be “additional compensation 
for past services, or merely as an expression 
of a philanthropic attitude, or as a bid for 
employee good will, or as some combination 
of these.” Then the court held as follows: 


“Some substantial part of the payments to 
Sheeran’s widow was in the nature of rea- 
sonable compensation for Sheeran’s past 
services. 


“Undoubtedly, the petitioner’s directors 
in authorizing the payments to Sheeran’s 
widow were motivated in part by a sense 
of gratitude for Sheeran’s past services and 
the need for aiding the support of Sheeran’s 
widow. To the extent they were so moti- 
vated, the payments here in question may 
have been, as the respondent contends, 
gratuitous. However, to be deductible, the 
payments need not be in the nature of addi- 
tional compensation. J. Putnam, Inc., 15 

® CCH Dec. 16,622, 11 TC 569 (1948). 

® CCH Dec. 23,477, 31 TC 1080 (1959), rev'd 


on another issue, 60-2 ustc { 9628 (CA-2). 
* 55-1 ustc | 9346, 221 F. 2d 721 (CA-3). 
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T. C. 86 (1950). It is only necessary, ac- 
cording to the respondent’s own ruling, that 
the payments be reasonable and be paid 
only for a ‘limited period.’ I, T. 3329, 1939-2 
CB iS e. 


“Bearing on the question of the deduc- 
tibility of these payments as an ordinary 
and necessary business expense is the fact 
that the petitioner’s directors were aware of 
the possible favorable effect created upon 
the morale and incentive of the petitioner’s 
other executives, and the benefit accruing 
therefrom to the petitioner.” 


If-the-employer claims-the deduction and 
proves that the payment was for past serv- 
ices, either because of some contractual ar- 
rangement or plan, or because of inadequate 
past compensation, it will quite clearly get 
the deduction, and the recipient willalso be 
taxed on the payment as income. 


If the employer asserts that he has made 
a pure gratuity, which is nevertheless deduc- 
tible because of the regulations, he will be 
faced with the fact that the regulations 
have changed. Section 1.404(a)-12 of the 
regulations now provides that “if amounts 
are paid as a death benefit to the benefi- 
ciaries of an employee (for example, by 
continuing his salary for a reasonable 
period), and if such amounts meet the require- 
ments of section 162 or 212, such amounts are 
deductible.” (Italics supplied.) The em- 
ployer who claims pure gratuity will be hard 
put to show why his gift is an ordinary 
and necessary business expense. 


If the employer seeks to straddle the 
fence by claiming that the payment was not 
one of past compensation, nor was it a gift, 
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but that it was in the nature of a contribu- 
tion to obtain good will of the other em- 
ployees, it is submitted that the deduction 
will be allowable, but that its allowance will 
be founded upon a theory of anticipated 
economic benefit which will cause the pay- 
ment to be treated as income to the recipient. 


In summary, it can be stated that the likely 
effect of the Duberstein, Stanton and Kaiser 
decisions will be a further narrowing of the 
areas within which gifts may be made in a 
business context. The emphasis placed by 
the Court upon finding the dominant reason 
for a transfer and upon the personal and 
emotional aspects required of a gift has all 
but obliterated the American Dental Com- 
pany case’s “something for nothing” test and 
the Bogardus case’s “legal or moral duty” 
test. 


Business gifts and payments to retired 
employees will, accordingly, be treated as 
taxable income to the recipients in all but 
the most unusual circumstances. To the 
contrary, payments which are in the nature 
of welfare will probably be considered as 
gifts. Payments to widows in excess of 
$5,000 will undoubtedly be the subject of 
considerable litigation, litigation which is 
likely to prove adverse to the widows. 


Finally, the trial courts must now apply 
their experience with the mainsprings of 
human conduct to the totality of the facts 
of each case. Where this leaves the courts 
is doubtful. As Mr. Justice Frankfurter 
stated in his concurring and dissenting 
opinion in Duberstein: “What the Court now 
does sets fact-finding bodies to sail on an il- 
limitable ocean of individual beliefs and 
experiences.” [The End] 
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United States ruled for the first time on 
the basic depreciation concepts of useful life 
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and salvage value. The Supreme Court’s 
decisions came in the midst of increasing 
business and legislative debate on tax depre- 
ciation policy, and these contemporaneous 
developments appear to signal the possibility 


“of changes, which may be of major propor- 


tions, in the depreciation statute. 
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Mr. Yellon was one of the 
attorneys for the taxpayers in 
the Evans and Hertz cases. 


The signs that a federal income tax pro- 
vision—the basic depreciation allowance— 
which has had virtually no statutory change 
in almost half a century may ke due for 
some remodeling are in three categories: 
First, some apparent consequences of the 
decisions of the Supreme Court of the United 
States on June 27, 1960, in Evans v. Commis- 
sioner, 59-1 ustc $9208, 264 F. 2d 502 
(CA-9), rev'd, 60-2 ustc § 9554, 4 L. Ed. 
2d 1592 (1960), Hertz Corporation v. U. S., 
59-2 ustc J 9560, 268 F. 2d 604 (CA-3), aff'd, 
60-2 uste 7 9555, 4 L. Ed. 2d 1603 (1960), 
and Massey Motors, Inc. v. U. S., 59-1 uste 
7 9281, 264 F. 2d 552 (CA-5), aff'd, 60-2 
ustc { 9554, 4 L. Ed. 2d 1592 (1960); sec- 
ond, the increasing concern of business and 
professional commentators with what are 
said to be the adverse effects of federal 
income tax depreciation policy on internal 
economic growth and the American competi- 
tive position in foreign markets; and, finally, 
the increasing attention being given by the 
Treasury and by Congressional committees 
to the problem of balancing federal revenue 
requirements against possible legislative 
amelioration of those alleged effects. 


Evans, Massey and Hertz Decisions 


The classic formula for the annual depre- 
ciation allowance in both the federal income 
tax law and general American business ac- 
counting follows what is commonly called 
“the straight-line ticthod” and is obtained 
as follows: the annual depreciation allow- 
ance is a portion of the asset’s cost which 
is set aside each year so that the aggregate 
of such amounts at the end of the asset’s 
useful life, together with the asset’s salvage 
value, equals the cost of the asset.1 Some 
of the proposals discussed herein present 
abrupt departures from this traditional method. 
Nevertheless, from the inception of modern 
American income taxation in 1913 until the 
Internal Revenue Code revision of 1954, the 
straight-line method was the almost univer- 
sally adopted depreciation technique.* Strik- 
ingly, it was not until 1960 that the Supreme 
Court ruled on the meanings of the two 


basic concepts upon wnich the whole depre- 
ciation edifice of the federal income tax law 
rested and still rests—“useful life” and “sal- 
vage value.” When the Court did speak 
out, in the Evans, Hertz and Massey cases, 
there is substantial ground for believing 
that it reversed the assumed definitions applied 
by businessmen, taxpayers, accountants, rev- 
enue collectors and courts for more than 
45 years.° 


Traditionally, “useful life” generally had 
been assumed to mean the inherent economic 
life of an asset in a physical sense—how 
long it would last in performing an economic 
function no matter how many businessmen 
or investors happened to own it during its 
life span. “Salvage value,” correspondingly, 
had been assumed to mean the value of the 
asset at the end of such useful life—usually 
the value of the asset as scrap or junk. 
Depreciation was thought, and held,‘ not to 
be based on the decline in market value of 
an asset. The deduction was proper, and 
in fact mandatory, even though inflation or 
shortage drove the value of the used asset 
well above its original cost. 


For many years, when a taxpayer sold 
an asset for more than its cost less depre- 
ciation taken to the date of sale, the differ- 
ence (or profit) was taxable at the ordinary 
rate at which the deduction offset taxable 
income. So long as the profit on sale and 
the deduction were subject to the same tax 
rate, the Internal Revenue Service was con- 
tent to employ the traditional “useful life” 
and “salvage value” concepts. While depre- 
ciation disputes were numerous and usually 
vexing, the contests were factual (how long 
would the asset last? what was its junk 
value?) and related primarily to the timing 
of the deduction. 


The addition of Section 117(j) to the 
1939 Code (Section 1231 of the 1954 Code), 
taxing the profit from the sale of depreciable 
assets at capital gain rates, plus the enact- 
ment of Section 167 of the 1954 Code, which 
granted the privilege of using accelerated 
depreciation techniques for assets “with a 
useful life of 3 years or more,” ultimately 
attracted the special attention of the govern- 
ment. During a period of steady inflation 
and capital goods shortage, a taxpayer fre- 
quently realized an amount on disposition 
of his depreciable assets in excess of cost 
less the depreciation taken—giving him a 





1See Treasury Regulations, Sec. 1.167(a)-1(a). 

2 The unit-of-production and 150 per cent de- 
clining balance methods were also in use, but 
to a minor extent. 

*Mr. Justice Harlan stated, in his dissenting 
opinion in Hvans and Massey: 

“Contrary to the picture of uncertainty which 
the Court draws from {the litigated 
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cases], I believe they leave little room for doubt 
but that the Commissioner’s pre-1956 position 
on ‘useful life’ was flatly opposed to that which 
he now takes.”’ 

*See Hven Realty Company, CCH Dec. 137, 1 
BTA 355 (1925): Seton Falls Realty Company, 
CCH Dec. 2362, 6 BTA 883 (1927): Max Eichen- 
berg, CCH Dec. 5330, 16 BTA 1368 (1929). 
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tax advantage measured by the spread be- 
tween the ordinary rates applicable to the 
income against which the depreciation was 
deducted and the capital gain rate on the 
profit realized on sale. While there is good 
evidence that this tax effect was consciously 
and deliberately intended by Congress,* the 
revenue service mounted an extensive attack 
on this practice. The initial assault, begin- 
ning in 1947, was directed toward repealing 
or amending Section 117(j). Then an ex- 
tensive case-by-case attempt was made to 
restrict the application of Section 117(j).° 
With these efforts ending inconclusively or 
in failure, the Service then redefined “use- 
ful life” to mean the holding period of an 
asset by a particular taxpayer, with “salvage 
value” meaning the market value at the end 
of such period,’ that is, depreciation would, 
in effect, become a measure of the market 
value decline of an asset during the period 
of its ownership by a particular taxpayer. 
In either inflation or deflation, capital gain 
(or ordinary loss) under Section 117(j) 
would be drastically reduced. Furthermore, 
industries which often are compelled by 
competitive conditions to hold capital assets 
for less than three years, even though the 
actual lives of the assets are more than 
three years, would be disqualified from use 
of the accelerated depreciation methods offered 
by the 1954 Code. 


The Evans and Massey cases questioned 
the applicability of the Service’s new defini- 
tions of useful life and salvage value to 
1939 Code years, and the Hertz case dis- 
puted their applicability under the 1954 Code. 
The Evans case involved a taxpayer engaged 
in the automobile leasing and rental busi- 
ness who for 1950 and 1951 claimed depre- 
ciation on his business automobiles on the 
basis of a four-year useful life and a zero 
salvage value. He actually held his cars 
for an average of about 17 months and real- 
ized capital gain of approximately $245 to 
$350 per car upon sales of automobiles dur- 
ing the years in question. In Massey, the 
taxpayer was an automobile dealer which 
depreciated its company and leased cars on 
the basis of a three-year useful life and a 
zero salvage value for 1950 and 1951. The 
taxpayer held its cars for only a single 


5 See Yellon, ‘‘Depreciation, Obsolescence, and 
Salvage: Useful Life,’’ Proceedings of New 
York University Eighteenth Annual Institute on 
Federal Taxation (1959), pp. 181, 193-200, on this 
point and for a general discussion of the legal 
background and issues presented by the Evans, 
Hertz and Massey cases. 

* For example, Philber Equipment Corporation 
v. Commissioner of Internal Revenue, 56-2 ustc 
{ 9934, 237 F. 2d 129 (CA-3). 

™Set forth in Reg. Sec, 1.167(a)-1(b) and (c), 
promulgated June 11, 1956, under the 1954 Code. 


954 


December, 1960 @ 


model year and realized substantial capital 
gains upon their sale. In both cases the 
Service originally claimed that Section 117 
(j) did not apply to the gain realized from 
the sale of the cars because they were assets 
held primarily for sale to customers in the 
ordinary course of business, but this issue 
was abandoned in both cases in favor of 
the claim that the useful lives of the cars 
were the periods they were held by the 
taxpayers and their salvage values were the 
proceeds received upon their sale by the tax- 
payers. 7 


Five Justices of the Supreme Court agreed 
with the government in Massey and Evans 
on the apparent ground that the taxpayers’ 
definitions somehow allowed them a “re- 
covery” on the cars in excess of their depre- 
ciated cost. 


The taxpayer in Hertz also was in the 
vehicle renting and leasing business. It 
claimed accelerated depreciation for its cars 
and trucks for tax years, covered by the 
1954 Code, ending in 1954, 1955 and 1956. 
The taxpayer presented evidence that its 
cars had an economic usefulness of at least 
four years. The Revenue Service did not 
question the evidence, but denied this treat- 
ment for the taxpayer’s automobiles on the 
ground that they were actually held by the 
taxpayer for less than three years and, there- 
fore, did not have the requisite three-year 
useful life under Section 167(c) of the 1954 
Code. The Supreme Court applied its Evans 
and Massey reasoning, and upheld the Treas- 
ury’s definitions of useful life and salvage 
value.* 


The full impact of the Supreme Court 
decisions cannot be gauged at this early 
date, but some possible consequences are 
already apparent. Discussion of the tech- 
nical problems raised by these decisions is 
reserved until later in this paper. However, 
three general comments are appropriate here 
by way of introducing the current deprecia- 
tion proposals which are the main topic for 
discussion here. 


First, with the Supreme Court’s adoption 
of a decline-in-market-value theory of de- 
preciation, the significance of the deprecia- 
tion allowance in times of inflation may be 


8’ The Hertz case also involved the technical 
question of whether taxpayer’s trucks, which 
were held for more than three years and were 
admittedly subject to accelerated depreciation, 
could be depreciated below their salvage value. 
The taxpayer’s argument that the 200 per cent 
declining balance method had an automatic 
salvage feature inherent in the method, al- 
though apparently supported by the Senate 
Finance Committee Report accompanying H. R. 
8300 (enacted as the 1954 Code), was rejected by 
the Court. 
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severely limited for many taxpayers. With 
a reduction in capital gains on depreciable 
assets, the allowance loses some of its present 
utility as a means of encouraging and par- 
tially financing capital good replacements 
in a period of rising costs of equivalent cap- 
ital items. Indeed, if the health of the auto- 
mobile industry is central to the stability 
of our economy,’ the severe cut in the depre- 
ciation allowance given the growing “rent- 
a-car”’ industry (perhaps the nation’s largest 
single buyer of automobiles) alone may have 
important economic repercussions. 


Second, the new emphasis on taxpayer 
forecasting (of both useful life and salvage 
value) injects an element of subjectivity 
into the administration of the depreciation 
allowance which may generate many dis- 
putes and certainly will encourage hindsight 
adjustments by agents. 


A third result of the Supreme Court deci- 
sions falls in the realm of psychology. The 
majority of the Court, by viewing the de- 
preciation deduction in terms of its alleged 
economic impact on the taxpayer—particu- 
larly in the context of the “recovery” of his 
“costs”—has, it seems to the writer, invited 
a re-examination of just what the “costs” 
are which are to be “recovered.” In short, 
the proponents of the aggressive use of a 
new price-level type depreciation deduction 
as an affirmative weapon to stimulate econo- 
mic growth may have found an unwitting 
ally in the Supreme Court majority in Evans, 
Massey and Hertz. 


Congressional Developments 


As already, noted, the Evans, Massey and 
Hertz cases ran their course through the 





courts against a background of great busi- 
ness and legislative debate on tax deprecia- 
tion policy.” This debate has been char- 
acterized by wide variations in opinion on 
the fundamental economic assumptions un- 
derlying the deduction, by intensive con- 
sideration of the technical aspects of the 
deduction, by imaginative invention of new 
proposed techniques of depreciation and, 
basically, by the feeling of almost all the 
debaters that something is wrong with the 
present deduction (and, particularly, with 
its administration). 


This debate, and the proposals which are 
a part of it, will be examined in terms of 
seven basic questions. 


(1) Why Have a Depreciation 
Deduction at All? 


The question of “why have a deprecia- 
tion deduction at all?” is submitted not 
because this reviewer has any doubt that 
there should be a depreciation deduction, 
but because the question itself illustrates 
the extent to which Congressional commit- 
tees have been recurring to first principles 
in their recent hearings on the subject. No 
less a personage than the chairman of the 
House Ways and Means Committee raised 
the point at the 1959 hearings: 


“T am not talking about what we have 
or what you are recommending, but the 
so-called theory of whether or not depre- 
ciation is a legitimate business deduction 
which should be allowed in trying to de- 
termine what the net income of a busi- 
ness is. 


“ee 





®***The automobile industry in the United 
States is the largest of the durable foods indus- 
tries. . . . [It] is the largest single industrial 
user of steel, glass, rubber and upholstery 
leather.’’ ‘‘Automobile Industry—Outlook for 
1960 and Review of 1959,’’ Release ER-59-6, 
Business and Defense Services Administration, 
Automotive and Transportation Equipment 
Division, United States Department of Com- 
merce, December 7, 1959. 

” This debate is reflected in many source 
materials. Among the materials which will be 
referred to here are Federal Tax Policy for 
Economic Growth and Stability, printed for use 
of the Joint Committee on the Economic Report, 
84th Cong., Ist Sess., 1955 (herein Federal Tax 
Policy); the Tax Revision Compendium, a com- 
pendium of papers on broadening the tax base 
submitted to the House Ways and Means Com- 
mittee in connection with panel discussions con- 
ducted by the committee beginning November 
16, 1959 (herein Tax Revision Compendium); 
The Federal Revenue System: Facts and Prob- 
lems, 1959, materials assembled by the commit- 
tee staff for the Joint Economic Committee, 
86th Cong., 1st Sess. (herein The Federal Reve- 
nue System); the hearings on income tax revi- 
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sion in regard to the depreciation deduction 
held by the House Ways and Means Committee 
on November 30, 1959 (herein ‘1959 Hearings’’) ; 
Tax Depreciation Allowances on Capital Equip- 
ment, a report of the Senate Select Committee 
on Small Business, dated January 7, 1960, S. 
Rept. 1017, 86th Cong., 2d Sess. (herein ‘1960 
Report’’); the hearings held by the House Ways 
and Means Committee on March 2 and 3, 1960, 
on revising the tax on gains from sales of de- 
preciable personal property and, specifically, on 
H. R. 10491 and 10492, 86th Cong., 2d Sess. 
(herein the ‘1960 Hearings’’) ; and the Report of 
the Committee on Depreciation and Amortiza- 
tion of the Section of Taxation of the Ameri- 
can Bar Association, contained in the program 
and committee reports presented at the twenty- 
first annual meeting of the section held August 
25-30, 1960, at Washington, D. C. (herein the 
“1960 ABA Report’’). 

The great increase in interest in recent years 
in the subject of depreciation is indicated by the 
fact that the Index to Legal Periodicals lists 17 
articles on the subject during the 13-year period 
1940-1952 and 55 articles on the subject during 
the period from 1952 through September, 1960. 
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“Now, is it, in the opinion of any member 
of the panel here, inequitable to continue 
in the tax law the theory of depreciation 
as a deduction, as a business deduction 
from gross business income in determining 
the taxable income of a business?” ™ 


With one exception, believed to be more 
apparent than real,” the expert witness at 
the 1959 hearings agreed that the theory 
of allowing the deduction was not inequi- 
table. Indeed, the consensus appears in 
Professor Paton’s statement at those hear- 
ings that it would be ridiculous to allow 
deductions for materials and supplies and 
not allow deductions for the using up of 
plant and equipment, which he character- 
ized as basically a cost of operation of 
about the same character as materials and 
supplies, except that the installation is made 
less frequently.” 

In short, the current discussions assume, 
in terms of Professor Paton’s example, that 
the boiler costs money, like the coal, and 
that the concept of income is distorted un- 
less the boiler expense, as well as the coal 
expense, is charged against gross dol- 
lars received. 


This suggests a related point: The Six- 
teenth Amendment to the United States 
Constitution—which permitted income tax- 
ation without apportionment among the 
states—is a source of authority to “lay 
and collect taxes on incomes.” If “income” 
does not arise until costs (measured by 
some rational system) have been recovered, 
might a system of “income” taxation which 
did not allow a deduction for depreciation 
be deemed a capital levy subject to the 


apportionment requirement (as has been 
suggested at the recent hearings)? ™ 


(2) What Is So Important About 
Depreciation, Only One Among 
Many Business Deductions? 


It should be noted that the charge for 
depreciation is not a business device of 
ancient vintage. It appears not to have 
been widely adopted in the United States 
until the turn of the century, and even by 
1930 had not been universally adopted.” 
The basic depreciation deduction, however, 
was a part of the first income tax act—the 
Revenue Act of 1913 “—and has remained 
essentially unchanged for 47 years. 


The existence of high income tax rates, 
now and in the foreseeable future, makes 
both the precise methods and the aggregate 
amounts of depreciation factors of great 
importance in business decisions. 


Such evidence as is available indicates 
that tax allowances for depreciation do in 
fact exert a significant influence on the rate 
of capital formation. Of the basic sources 
from which corporations finance capital in- 
vestment—issuance of equity securities, bor- 
rowings, retained earnings and depreciation 
allowances “—the last appears to be the 
most significant. U. S. Income and Output, 
issued by the Office of Business Economics 
of the United States Department of Com- 
merce in November, 1958, reports that dur- 
ing the decade 1947-1957: 


“Internal sources—retained earnings and 
depreciation allowances—accounted for three- 








1 Pp, 435. 

122 See remarks of Robert Eisner, professor of 
economics at Northwestern University, at pp. 
403-405 and 434 and 436 of the 1959 Hearings. 
The consensus at those hearings is suggested by 
the recent comment of the Committee on De- 
preciation and Amortization of the Section of 
Taxation of the American Bar Association: 

‘Eight of the eleven panelists who submitted 
papers generally advocated a liberalization of 
present depreciation allowances. On the other 
hand, one of the panelists thought that consid- 
eration should be given to ‘outright elimination 
of the allowance for depreciation.’ ’’ (1960 ABA 
Report, p. 14.) 

Pp. 435-436. As Professor Paton has pointed 
out elsewhere (Federal Tax Policy, pp. 528, 
529): “It requires actual expenditure of funds 
to acquire [a] boiler just as it does to acquire 
the coal used, and a portion of the cost of the 
boiler represents expenditure just as clearly and 
definitely as does a portion of the cost of a 
shipment of coal, It is true, of course, that 
the expenditures for coal may be more fre- 
quently recurring than the expenditures for 
boilers, but one cost is no less real and valid 
than the other . . Basically it is services 
that are desired and received in the case of the 
coal pile as well as in the case of the boiler— 
the principal differences being the frequency of 
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renewal and the degree of physical transforma- 
tion resulting from use.”’ 

“See 1959 Hearings, pp. 429 and 435 and 
p. 921 of the Tax Revision Compendium. The 
constitutional dispute, if it should ever arise, 
would probably revolve around the basic ac- 
counting concept of income: ‘The [Sixteenth] 
Amendment allows a tax on ‘income’ without 
apportionment, but an unapportioned direct tax 
on anything that is not income would still, un- 
der the rule of the Pollock case, be unconstitu- 
tional.’’ (Commissioner v. Obear-Nester Glass 
Company, 54-2 ustc { 9675, 217 F. 2d 56, 58 
(CA-7), cert. den., 348 U. S. 982.) (Italics sup- 
plied.) See Magill, Taxable Income, Ch. 9 
(Ronald Press, revised ed., 1954); note, ‘‘De- 
preciation Policy Under the Internal Revenue 
Code—A Capital Levy?’’ 32 Indiana Law 
Journal 88 (1956); Kaminsky, ‘‘Are All Deduc- 
tions a Matter of Privilege?’’ 37 Taxes 137 
(February, 1959). 

% See dissenting opinion of Mr. Justice Brand- 
eis in United Railways & Electric Company of 
Baltimore v. West, 280 U. S. 234, 265 (1930); 
Terborgh, Realistic Depreciation Policy (Ma- 
chinery & Allied Products Institute, 1954), p. 2. 

* At Subdivision B, sixth (38 Stat. 114 (1913)). 

7 See the ‘‘monthly letter’ of The First Na- 
tional City Bank of New York for September, 
1960, pp. 102-106. 
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fifths of total corporate financial require- 
ments. It may be noted, however, that 
whereas retained earnings constituted the 
predominant form of internal financing in 
the early part of the decade, the steady 
rise of depreciation made that source of 
financing predominant in the more re- 
cent period.” * 


Even more striking is the revelation in 
Treasury statistics that aggregate tax de- 
preciation allowances for corporations are 
running at a figure which is a substantial 
percentage of the net taxable income of 
corporations. Thus, corporation income tax 
returns filed on the basis of accounting 
periods ended July, 1956, through June, 
1957, showed aggregate net taxable income 
of $50 billion and aggregate depreciation 
deductions of $15 billion.” For the period 
July, 1957-June, 1958, the corresponding 
totals were $44 billion of net taxable income 
and $17 billion of depreciation deductions.” 


In this connection, it has been estimated 
that during the five-year period 1954-1958, 
inclusive, corporate fixed-asset expenditures 
have averaged $27.1 billion a year, with 
depreciation and amortization allowances 
averaging $17.6 billion, for a ratio of 65 
per cent.” 


(3) What Economic Effects 
Are Produced by Various 
Tax Depreciation Methods? 


One of the difficulties in developing an 
attitude toward depreciation allowances in 
our tax system appears to be the variety 
of opinion on the roles which depreciation 
policy and business investment play in eco- 
nomic growth. Thus, a national news mag- 
azine summarizes a basic position of the 
business community with the view: 


“Most economists and businessmen, along 
with some politicians, think that a key, 
direct way [to create more jobs, cut costs 
and compete more effectively abroad] is 
to change the depreciation laws on new 
plants and equipment. They would permit 
businessmen to write off costs faster, thus 
giving them a big incentive to spend on 
old plants to improve efficiency or build 
new ones to make new products.” ” 


A leading labor economist and union 
spokesman, however, has said: 


“T do believe that business invest- 
ment in the American economy is no longer 
the key motivating factor [in the process 
of economic expansion]. While business 
investment may have been the major mo- 
tivating force for economic growth some 
50 or 90 years ago—in the era when the 
basic industrial and transportation structure 
of the Nation was established—I do not 
believe that this is the case today. 
Business investment, as I see it, has been 
declining somewhat from its previous key 
role in our national economic development 
and is, to a growing extent, dependent on 
the actual and anticipated state of con- 
sumer markets. 


“oe 

“Tax policies designed to grant an in- 
creasing degree of special privilege to 
business investment will not and cannot 
produce long-run economic growth and sta- 
bility.” * 

The Treasury’s present attitude appears 
to be reflected in the somewhat nonaffirma- 
tive position that: 


“From the standpoint of economic growth 
it is important that depreciation practices 


do not place unnecessary impediments in 


%P, 12. The following table is supplied: 
Table 5.—Sources and Uses of Corporate Funds, 
Cumulative Totals, 1947-57 (Excluding Banks 
and insurance companies) 


[Billions 
of 

dollars] 
Sources, total .. vr 379 
Bmcermal SOUNGGE 2... ad... .ececiee. 230 
DED INK k o 65-tts e psmca'e nta’ 106 
a a sa). § xelees ww aide 124 
External long-term sources... 85 
RNR ES CO ee Pee aM ite 25 
Ee iiek ad ied so tw i0.2 4 deelec es 60 
Short-term sources ............. Reps 64 
OE WI oe coe cineeceeacce see Ce 
TS o.s. bie DR eee, us 4st tcc a 0 1a adele. oct ee 
RP: NE Ss Na ae eens sioal 379 
Gross investment in tangible assets 292 
Plant and equipment................ 246 
I Se bain Ae een cléln de winches 46 
Increase in financial assets. . 87 


Cash and U. S. Government securities 13 
Receivables and other assets..... je an 
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1” “Statistics of Income, 1956-57: Corporation 
Income Tax Returns with Accounting Periods 
Ended July 1956-June 1957’ (United States 
Treasury Department, Internal Revenue Service, 
Publication No. 16 (3-59), 1959), pp. 93, 116. 

*T. I. R. 226, April 29, 1960, CCH Standard 
Federal Tax Reports (1960 Ed.), Vol. 6, { 6450. 

1 Terborgh, ‘‘Tax Depreciation,’’ Tax Revi- 
sion Compendium, p. 857, footnote 1. 

2 Time, October 3, 1960, p. 78. See also the 
Saturday Evening Post editorial ‘‘Tax Rules 
Hamper American Industry in Replacing its 
Worn-Out Machines,’’ in the issue of February 
10, 1960. 

2% ‘*The Declining Role of Business Investment 
in a Growing Economy,’’ by Stanley Rutten- 
berg, labor economist and director of research, 
AFL-CIO. This is a paper in EHconomics in 
Action—Readings in Current Economic Issues 
(Wadsworth Publishing Company, Inc., San 
Francisco, 1959). This paper also appears in 
Federal Tax Policy, pp. 217-229. 
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the way of capital investment, replacement, 
or modernization.” ™ 


Although specific taxpayers have pre- 
sented convincing evidence of the economic 
effects of various depreciation practices on 
the taxpayers’ own businesses and indus- 
tries,” recent theoretical discussions on the 
subject of depreciation allowances as a 
positive factor in economic growth have 
led one observer to conclude that it cannot 
be said “either that professional opinion on 
the matter is agreed or that the issue is 
clearcut.” * 


On the other hand, one of the conclusions 
of a Congressional committee which has re- 
cently studied the effects of current Treas- 
ury policies on depreciation is: “Present 
depreciation policies do not sufficiently en- 
courage the expansion of the national econ- 
omy. Indeed, those policies -have, in all 


probability, stifled economic growth.” ™ 


One of the most thoroughgoing recent 
analyses of the effect of government depre- 
ciation policy on the economy appears in 
“The Effectiveness of Tax Depreciation 
Policy in Counteracting Economic Fluctu- 
ations and Promoting Economic Growth,” 
a collection of five papers submitted by 
panelists appearing before the Subcommit- 
tee on Tax Policy of the Joint Committee 
on the Economic Report in 1955.* 


The over-all consensus of these panelists 
may be summarized as follows: 


Gross National 
Product 
(Millions of Dollars) 


91,105 


** Statement of Under Secretary of the Treas- 
ury Scribner, 1960 Hearings, p. 4. 

** For example, at the unreported Treasury 
hearings on the adoption of proposed deprecia- 
tion regulations, Washington, D. C., December 
19 and 20, 1955. 

26 Statement of Professor Eisner, Tax Revision 
Compendium, p. 799. 
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(1) Increases in the amount of deprecia- 
tion allowed for tax purposes tend in them- 
selves to increase the rate at which business 
firms find it worthwhile to purchase depre- 
ciable assets. Specifically, accelerated de- 
preciation appears to provide a stimulus to 
investment not duplicated by rate reduction. 


(2) Special tax credits (grants over and 
above normal depreciation) given in the 
year of purchase—or possibly spread over 
a period thereafter—may have a stimulating 
effect on the economy and may permit a 
higher degree of control over the turning on 
and off of incentives than now exists. 


(3) To the extent that inflation causes 
depreciation to be insufficient, capital re- 
coveries are, in effect, reported as income, 
and the supply of capital funds is adversely 
affected. 

A review of recent commentaries bearing 
upon the question of what economic effects 
are produced by various tax depreciation 
methods indicates that we do not appear to 
have measuring devices of sufficient preci- 
sion to develop satisfactory answers. The 
continued vigor of the political dispute in 
this country between the “pump primers” 
and the “trickle-downers” is one substantial 
indication of the contrariety of opinion on 
the subject. A typical statistical source in 
this connection is a comparison of the fluc- 
tuations in gross national product and gross 
investment with the fluctuations in aggre- 
gate depreciation allowances. A comparative 
schedule ® is as follows: 


Depreciation 
Charges 

(Millions of 
Dollars) 


7,698 
7,737 
7,552 
7,038 
6,661 
6,598 
6,665 
6,700 
6,910 
6,939 
7,121 
7,316 


Gross Investment 
(Millions of Dollars) 


17,002 
10,955 
5,720 
1,082 
1,541 
3,317 
6,223 
8,311 
11,809 
7,770 
10,197 
14,664 


7 **Tax Depreciation Allowances on Capital 
Equipment,’’ 1960 Report, p. 10. 

8 See Federal Tax Policy, pp. 495-545. 

2 Source: U. 8. Income and Output (United 
States Department of Commerce, Office of Busi- 
ness Economics, November, 1958), pp. 138-139, 
188, 196; ‘‘National Income’’ (United States De- 
partment of Commerce, Office of Business Eco- 
nomics, 1954 Ed.), p. 164. 
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Gross National 

Product 
Year (Millions of Dollars) 
Baier sera re 
We She een 159,133 
Wc. ek, ee 
WOO foo ene he 211,393 
Bsc ino ote 213,558 
IG a RS a 210,663 
A SRR 
Te. os eee 
ES ane coke 258,054 
5 «SARA 284,599 
| > aie aa ages. 328,975 
Wee ee 346,999 
Rs sc ue 
OWE icc een aOaeee 
Se kee et 397,469 
WP ig oct eae) ee 
Hes... . 440,328 


Among the unanswered questions here 
are: To what extent are the substantial 
increases in gross investment following the 
1954 Code revisions on depreciation con- 
nected with those revisions? Why did not 
the rate of increase in depreciation charges 
proceed at a faster pace after 1954? To 
what extent did such changes as the reduc- 
tion of individual income tax rates affect 
the increase in gross investment after 1954? 


(4) What Have We Done So Far 
in Depreciation Statute? 


The only basic changes in the depreciation 
statute since 1913 have occurred in recent 
years—1954 and 1958. The latter, and less 
important, change was the so-called addi- 
tional first-year depreciation allowance for 
small business, which added Section 179 to 
the Code.” This provision permits the de- 
duction in the year of acquisition of 20 per 
cent of the cost of tangible personal prop- 
erty (with a useful life of six years or more) 
acquired after December 31, 1957. But it 
should be noted that this allowance is 
limited to property with a cost of not more 
than $10,000 in any year (or $20,000 in the 
case of husbands and wives filing a joint 
return). 


30 P, L. 85-866, Sec. 204(a). 

31 Code Sec. 167(b) and (c). 

32S, Rept. 1622, 83d Cong., 2d Sess. 

33In a summary of the principal provisions of 
H. R. 8300 prepared for the use of the Senate 
Finance Committee by the technical staff of the 
Joint Committee on Internal Revenue Taxation, 
the revenue effects of the new declining balance 
method were summarized as follows (Senate 
Hearings, p. 20): 
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Depreciation 


Charges 
Gross Investment (Millions of 
(Millions of Dollars) Dollars) 

19,196 8,078 

9,668 9,162 

3,355 9,854 

5,031 10,793 

8,992 11,246 
31,711 10,013 
38,647 12,150 
43,132 14,290 
33,083 16,380 
49,018 18,042 
57,091 20,344 
50,491 22,456 
49,542 24,170 
48,500 25,202 
63,400 27,943 
69,600 30,755 
68,800 33,704 


Of far greater significance are the changes 
made in the 1954 Code. These changes 
basically permitted taxpayers to use the 
double declining balance and sum-of-the- 
years-digits methods of depreciation on new 
tangible property acquired after December 
31, 1953.™ 


In order to assess the effect of current 
proposals on depreciation, it will be helpful 
to review what Congress expected from the 
1954 changes, and what effects those changes 
appear to have had. The Senate Finance 
Committee’s report on the 1954 Code (H. 
R. 8300) stated: * 


“More liberal depreciation allowances are 
anticipated to have far-reaching economic 
effects. The incentives resulting from the 
changes are well timed to help maintain 
the present high level of investment in plant 
and equipment.” 


In this connection, the tax effects and 
temporary revenue loss of accelerated de- 
preciation appear to have been entirely fore- 
seen and deliberately enacted as part of the 
general economic and taxation policy of the 
federal government to induce a greater turn- 
over of depreciable assets, increased em- 
ployment and a more prosperous economy 
in subsequent years.* 


“Ignoring any stimulus to investment and 
assuming all eligible taxpayers adopt the de- 
clining balance, the loss in the fiscal year 1955 
would be about $375 million. In the second and 
immediately subsequent years there would be 
greater losses, again ignoring any effect on in- 
vestment.’’ (Italics supplied.) 

In the report, the Senate Finance Committee 
stated: 

(Continued on following page) 
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So far as the effects of these new methods 
are concerned, both the double-declining- 
balance method and the sum-of-the-years- 
digits method produce greater depreciation 
allowances than the straight-line method in 
earlier years. Thus, the estimates of the 
revenue effects of these methods by the 
staff of the Joint Committee on Internal 
Revenue included the estimate (assuming a 
continuation of the same rate of purchase 
of depreciable assets) that the amount of 
the tax reduction would start out at about 
one-half billion dollars in the first year, rise 
to over $1 billion in 1960, and gradually 
decline to zero by 1970." If the rate of pur- 
chases of depreciable property were stepped 
up, the tax reduction would be larger. But 
presumably the step-up in such investment 
would carry with it some of the beneficent 
stimulation to the economy which Congress 
expected when it enacted the accelerated 
depreciation provisions of the 1954 Code. 


(Footnote 33 continued) 

“It is estimated that the declining balance 
depreciation of this bill as amended by your 
committee will result in a revenue loss a $400 
million in the fiscal year 1955.’’ (S. Rept., 29, 
3 U. S. C. Cong. & Adm. News [1954] 4659.) 

Indeed, Congress was aware of expert opinion 
that the revenue losses might be greater, It 
received a warning (Senate Hearings, p. 677) 
that the Joint Committee on Internal Revenue 
Taxation estimated the revenue loss in subse- 
quent years (beyond the estimated $375 million 
loss in the first year) as $1,040 million in the 
second year, and $1,550 million in the third year. 

% See analysis by E. Cary Brown at p. 498 
of Federal Tax Policy. Professor Eisner esti- 
mated that the 1958 tax reduction of the 1954 
Code methods was over $2.5 billion (1959 Hear- 
ings). 

% Indeed, the Treasury itself has advanced 
as one of its reasons for circulating the present 
depreciation questionnaire its desire to get 


What has been the actual experience 
with these new provisions under the 1954 
Code? Unfortunately, the available infor- 
mation does not appear to admit of more 
than general conclusions at the present time.” 

The first such conclusion is that the new 
methods are, as yet, not being used on 
approximately 70 per cent of all depreciable 
assets. In Statistics of Income—1957-8 Cor- 
poration Income Tax Returns, the Treasury 
reports that on corporate returns with ac- 
counting periods ended July, 1957, through 
June, 1958, the declining-balance method 
was used for 16 per cent of depreciable 
assets and the sum-of-the-years-digits method 
for another 11 per cent.” A principal reason 
for this result probably is that the new 
methods are available only for new assets 
first used by the taxpayer after December 
31, 1953, and for years to come there will 
be assets subject to depreciation which 
(absent a change in the newness require- 


better information on the use and nonuse by 
taxpayers of, and their attitude toward, the 
1954 Code’s accelerated depreciation provisions. 
Thus, on August 30, 1960, Under Secretary 
Scribner, in addressing the Joint Session of the 
Section of Corporation, Banking and Business 
Law and the Section of Public Utility Law of 
the American Bar Association in Washington, 
D. C., said: 

‘There has been a large response to the new 
methods provided by the 1954 Internal Revenue 
Code and the additional first-year allowances 
under the Small Business Tax Revision Act. 
However, use of the available benefits has been 
less than 100 per cent. We want to know more 
about the extent of adoption of the new meth- 
ods and allowances and the reasons why some 
taxpayers still cling to the straight line meth- 
od.’" (CCH Standard Federal Tax Reports, 
(1960 Ed.), Vol. 6, {| 8699.) 

% The following table is presented (reprinted 
at CCH Standard Federal Tax Reports (1960 
Ed.), Vol. 6, | 6450) : 


Table 1—Corporation Income Tax Returns, 1957-58: 
Depreciation Claimed, by Method of Com- 
putation by Industrial Division 


Industrial Division 


All industries 
Manufacturing 
Public utilities 
Trade 
Finance, insurance, real estate, 


and lessors of real property 1,476,339 
2,323,062 


Other industries 


Total 


Depreciation Claimed, by Method 


Straight-Line 
Method 
(Thousands of dollars) 

12,017,007 5,077,094 
4,856,435 2,683,805 
3,048,439 877,695 
1,402,179 426,147 


Other 
Methods 


1,116,741 
1,593,213 


359,598 
729,849 


The following table (p. 4 of the Treasury report) indicates the in- 


creasing use of the new methods: 


Percentage Distribution of the Amount of Depreciation Claimed, 
by Depreciation Method, 1954-55 through 1957-58 


Depreciation Method (Per Cent) 


Straight 


December, 


1960 @ 


Declining Sum of the 
Balance Years-Digits Other 
16 11 3 
12 9 5 
10 6 3 
5 2 4 
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ment) will not qualify for depreciation under 
the new methods. 


However, that is not the whole story. 
Whatever the correlation may be between 
the use of accelerated depreciation under 
the 1954 Code and the observed substantial 
increase in private capital outlays begin- 
ning at the end of 1954 and continuing into 
1957, the following facts indicate that ex- 
tensive use has been made of the new 
methods in terms of aggregate allowances: ” 


(1) The average rate of depreciation for 
all industry was 4.3 per cent (depreciation 
as a percentage of gross depreciable assets) 
in 1953 whereas the average rate on assets 
acquired in the years 1954-1956 was 7.4 per 
cent, or 72 per cent higher. 


(2) A 1958 Internal Revenue Service 
sampling of the income tax returns of 453 
large corporations for the years 1954-1956 
showed that of the $787 million increase be- 
tween 1954 and 1956 in depreciation allow- 
ances claimed, $704 million, or 89.5 per cent, 
was claimed under the double-declining- 
balance method and the sum-of-the-years- 
digits method. Allowances under these methods 
increased from 6.8 per cent of total depre- 
ciation claimed by these companies in 1954 
to 27.3 per cent in 1956. 


(3) In these 453 companies, allowances 
under the new methods represented 88.2 
per cent of the increase in total depreciation 
from 1954 to 1956, in the case of manufac- 
turing companies, and 87.7 per cent in the 
case of nonmanufacturing companies. 


(4) During this sample period, total de- 
preciable facilities of the manufacturing 
companies in the sample increased about 
25.4 per cent, and about 16 per cent for the 
nonmanufacturing companies. 


(5) Of the $9.7 billion increase between 
1953 and 1957 in the annual volume of 
sources of corporate funds, the increase in 


% Source: The Federal Revenue System, pp. 
73-78, 205. 

% Eisner, Tax Revision Compendium, p. 794. 
It should be noted that federal income tax re- 
ceipts rose from $51,346 million in fiscal 1953 to 
an estimated $62,148 million in fiscal 1960 (The 
Federal Revenue System, p. 169). Eisner esti- 
mates (Tax Revision Compendium, p. 794) that 
the 1958 loss of tax revenue to the Treasury 
through use of the new accelerated depreciation 
methods was at least $2.5 billion. This com- 
pares with the 1954 estimate of the Joint Com- 
mittee on Internal Revenue Taxation that the 
1958 loss of revenue would be $1.9 billion (H. 
Rept. 1337, 83d Cong., 2d Sess., p. B 13). 

%® Bisner, work cited at footnote 38, at pp. 
794-795. 

# ‘Rare, indeed, is the journal article on 
any proposed depreciation method that lacks a 
lengthy and detailed estimate of the ‘cost’ of 
this change to the Treasury under various as- 
sumptions as to future growth, etc. . .. In 
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annual depreciation allowances accounts for 
$7.9 billion. Further, depreciation represented 
49.1 per cent of total sources of funds in 
1957, compared with 38.8 percent in 1953. 


(6) It has been estimated that the rise in 
depreciation deductions from 1953 to 1958 
accounted by 1958 for an annual loss to the 
Treasury of over $5 billion in tax revenues.” 
This estimater admits that this loss of 
revenue “includes the direct effects of the 
rate of growth of gross capital additions, 
aside from the results of changes in depre- 
ciation methods” but basically replies that 
“there is little ground for arguing that the 
availability of funds determines their ex- 
penditure. Where profitable investment op- 
portunities exist, modern corporations can 
raise the funds.” ® 


These figures suggest the substantial cash 
flow generated during this period in the 
case of companies with significant amcunts 
of depreciable property. What is the corre- 
lation between the observed increase in ex- 
pansion of depreciable facilities and this 
cash flow? This is the great economic 
debate in the depreciation field today. 


It is perhaps inevitable that alternative 
tax depreciation provisions will continue to 
attract discussion on the basis of their re- 
spective impact on the revenues. This con- 
sideration is important in these times of 
substantial tax rates and revenue require- 
ments but it is plainly not the only one.” 


With regard to the 1954 provisions, some 
ot the other relevant considerations, as 
stated by persons commenting on those 
provision, are the following (which will be 
discussed in greater detail in connection 
with the specific proposals for legislation): 


(1) There is a substantial body of opinion 
holding that the 1954 provisions, tied as they 
are to historical cost, cannot counter the 
continuing effects of inflation (See “What 


fact, of course, individual provisions of the 
corporate tax law do not exist in a vacuum; 
Congress may be expected to continue to bal- 
ance rates and rules to produce whatever level 
of revenue seems appropriate at the time. The 
more realistic approach ... is to ask what 
kind of corporate tax law would produce the 
least economic distortion and what kind of 
depreciation provisions should be embodied in 
such a law.”’ (Joel Dean, Tax Revision Com- 
pendium, p. 815.) 

“ These proponents of price-level depreciation 
estimate that current tax allowances for depre- 
ciation fall short of the actual economic con- 
sumption of capital by about $6 billion a year. 
See the statement of the Machinery and Allied 
Products Institute at p. 474 of Hearings Before 
the Committee on Ways and Means of the 
House of Representatives, 85th Cong., 2d Sess., 
on General Revision of the Internal Revenue 
Code (1958), p. 474. 
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About Depreciation Allowances and Infla- 
tion,” below.) 


(2) Other opinion holds that the 1954 


Code provisions are in many instances being » 


watered down by the administration of the 
Treasury’s salvage value regulation (Regu- 
lation Sec. 1.167(a)-1(c)).* 


(3) Taxpayers’ representatives appear gen- 
erally to believe that long-lived assets are 
still being given useful lives tied to the 
1942 revision of Bulletin F, with the result 
that the accelerated depreciation methods 
available under Section 167 have, they say, 
been rendered valueless in many cases,“ 


(4) Critics of the accelerated depreciation 
provisions of the 1954 Code claim that the 
increase in investment expenditures follow- 
ing enactment of the Code resulted from 
the expansion of economic activity. Pro- 
ponents, on the other hand, hold that re- 
gardless of the impetus for increased outlays 
for plant and equipment, the increase would 
have been less in the absence of the 1954 
Code provision for increased depreciation 
allowances.“ 


(5) What About Depreciation 
Allowances and Inflation? 


The failure of the 1954 Code provisions 


to effect any change in depreciation allow- 
ances on properties acquired before 1954 
has intensified current discussion of possible 
depreciation relief in an area more directly 
affecting such older properties—the area 
of the effects of inflation. 


Regarding current proposals for changes 
in the depreciation statute, it should be 
recognized that there are two basic ap- 
proaches: (1) continuing to limit the aggre- 
gate deduction by historic cost, but speeding 


“ “The emphasis upon recognition of salvage 
value apparently has led some revenue agents 
in recent months to precipitous action in de- 
manding that taxpayers whose returns they are 
auditing set up salvage values unreasonable in 
amount, and that such changes be applied retro- 
actively, to prior years open to review.’’ (State- 
ment of Travis Brown, counsel for Associated 
General Contractors of America, Inc., at p. 3354 
of 1958 House Hearings. 

In the Senate Hearings on H. R. 8381, Senator 
Williams said on the same point (pp. 47-48): 

“. .. it has been called to my attention sev- 
eral times that there seems to be quite a dis- 
pute between the Treasury and the taxpayers 
as to the need of setting up salvage value in 
establishing depreciation rates. And in review- 
ing the 1954 act and the law, it appears very 
clear to me that it was the intention of Con- 
gress when they passed the law, wisely or 
otherwise, that there would not be a salvage 
value set up. And I understand that in certain 
areas of the country some agents are enforcing 
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up, or otherwise varying, the rate of re- 
covery of that cost; (2) abandoning the 
limitation of historic cost to take into 
account the effects of inflation. 

The most dramatic and vigorously argued 
subject in the current debate on deprecia- 
tion policy is unquestionably that of the 
advisability of adjusting the depreciation 
allowance to take into account the effects 
of inflation. The proponents of this view 
have advanced a number of theories, some 
involving basically different approaches 
under various names, such as “economic 
depreciation,” “current-dollar depreciation,” 
“fair value depreciation,” ‘“constant-dollar 
depreciation” and “reinvestment deprecia- 
tion.” For convenience, all of these will be 
referred to collectively as “price-level de- 
preciation.” 

The argument in favor of price-level de- 
preciation has been stated as follows: 

“The current provision for depreciation 
should be an amount equivalent in current 
purchasing power to that which the depre- 
ciation computed on historical cost had at 
the time the property was acquired. When 
historical cost only is used as the basis for 
computing depreciation, the amount of de- 
preciation thereon does not represent a fair 
measure of the true cost of property con- 
sumed in operations, because the original 
dollars invested had a much greater pur- 
chasing power than the current dollars. An 
investment in property represents a com- 
mitment of purchasing power, and no real 
profit in an economic sense can result until 
the equivalent purchasing power consumed 
in operations is recovered. Depreciation in 
terms of current price levels should be 
properly reflected as a cost of doing busi- 
ness, so that profits can be measured and 
dividend, financial and other business poli- 
cies can be established on a sound basis.” ” 


the salvage value and in other areas they are 
not.”’ 


*# See Tax Problems of Small Business, a 
report of the Senate Select Committee on Small 
Business, issued on January 30, 1958. 


4 See The Federal Revenue System, pp. 73-74. 

*# Accounting and Reporting Problems of the 
Accounting Profession, September 1960, (Chi- 
cago, Arthur Andersen & Company), p. 7. 


Obviously, price-level depreciation would have 
a greater impact on some taxpayers than on 
others. Public utilities, it has been said, may 
be more concerned with this problem than most 
other taxpayers because of their high propor- 
tion of long-lived assets and because their fixed 
assets average 80 per cent or more of their total 
properties, as compared with approximately 35 
per cent for manufacturing companies. In some 
industries with such a high proportion of long- 
lived assets, the proponents of price-level depre- 
ciation hold that historic cost depreciation has 
permitted declaration of dividends of so-called 
profits which are really a return of capital. 
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To put it another way: Consumption of 
a 1940 dollar of plant investment is not 
made good by matching it with a 50 per 
cent depreciated 1960 dollar of revenue.” 


What system of depreciation is proposed 
to cope with this problem? There are two 
main proposals currently being discussed— 
what might be called annual index adjust- 
ment depreciation and what might be called 
reinvestment depreciation.” 


Annual Index Adjustment Depreciation 


The proposal here is to take the historic 
cost depreciation figure for a given year 
and apply to it an appropriate index which 
would measure the cost of the property 
stated in terms of current dollars. Thus, 
property purchased in 1940 at a cost of 
$100,000, and depreciated over a period of 
25 years, would give rise to a $4,000 annual 
depreciation deduction in 1960, under con- 
ventional straight-line accounting, but if the 
cost of the same property in 1960 was twice 
the 1940 cost (index = 200), the deprecia- 
tion deduction in 1960 would be $8,000 in- 
stead of $4,000. Under this proposal, for 
financial statement purposes, the excess of 
depreciation under the annual index adjust- 
ment over conventional depreciation would be 
carried in a capital adjustment account.* 


Reinvestment Depreciation 


This variant of price-level depreciation 
is an attempt to recognize and make some 
allowance for the inflationary factor while 
retaining the limit that aggregate deprecia- 





tion is not to exceed historic cost. Under 
this method, the effect of inflation would 
be determined at the time the assets in 
question were retired, through use of a 
government index. A special reinvestment 
allowance would then be given which could 
not exceed the difference between cost and 
current value, as determined by applying 
the index. Further, however, an amount 
equal to the current value of the property 
would have to be spent on new assets; if 
only a part of the current value were rein- 
vested, the allowance would be reduced by 
the deficiency in the amount reinvested.” 


The following example will illustrate the 
reinvestment depreciation method: ® A ma- 
chine costing $1,000 has a current value, 
according to the index, of $1,500, which 
amount is reinvested. The reinvestment al- 
lowance is the difference between the cost 
and that current value, or $500. If only 
$1,300 had been reinvested, $300 would have 
been allowed as a reinvestment deduction, 
and the extra $200 would have been allowed 
as a reinvestment carry-over, available as 
a deduction within a specified carry-over 
period. 


It is to be noted that this proposed rein- 
vestment depreciation allowance reduces 
the basis of the depreciated property for 
tax purposes and serves, in effect, to 
defer the payment of taxes. To this extent, 
reinvestment depreciation is somewhat analo- 
gous to the accelerated depreciation provi- 
sions of the 1954 Code. But reinvestment 
depreciation differs sharply from annual 





(Footnote 45 continued) 
Indeed, such proponents question whether the 
present level of stock market prices would be 
supported if earnings were fairly stated. An- 
other point made by the advocates of price-level 
depreciation is that conventional depreciation 
leads to elimination of small businesses. Owners 
of such businesses, it is said, can sell out to 
other companies, at a capital gain profit and 
the purchaser can then begin to depreciate the 
assets at their current dollar value, which re- 
flects the effect of inflation. 

# 1960 ABA Report, p. 16. 

*' In the depreciation questionnaire now being 
circulated by the Treasury Department, in 
cenjunction with the Small Business Admin- 
istration, these two alternatives are officially 
recognized as being the chief ones under present 
public consideration. Question 10 asks the tax- 
payer, if some form of depreciation adjust- 
ment to reflect increased price levels is desired, 
to choose among the following alternatives: 
“‘a. Reinvestment depreciation allowance which 
would permit the difference between the original 
cost and the current replacement value of the 
old asset to be deducted immediately with ad- 
justment of the depreciable basis of the new 
property. b. Depreciation which would allow 
the taxpayer to claim annual depreciation based 
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on original cost adjusted for changes in the 
price level. c. Other (specify).’’ 

* The 1960 ABA Report made a recommenda- 
tion for section-of-taxation action (rejected at 
the August, 1960 meeting) on the basis that 
the described system fails to make up for the 
underages of prior years. The report’s proposal 
(p. 18) was: ‘1. Revalue the plant by means 
of an appropriate index. 2. Deduct past depre- 
ciation from revalued plant base. 3. Divide (2) 
by remaining life to determine current year’s 
depreciation charge. 4. Follow same procedure 
in subsequent years.”’ 

“The proposal for reinvestment depreciation 
has been set forth in developed form in the 
following places: (1) H. R. 131, 86th Cong., 
1st Sess., introduced by Representative Keogh 
on January 7, 1959; (2) Maurice Peloubet’s 
article ‘‘Depreciation Reform,’’ appearing at p. 
891 of the Tax Revision Compendium; (3) Mr. 
Peloubet’s memorandum appearing at p. 15 of 
Tax Depreciation Allowances on Capital Equip- 
ment, the report of the Senate’s Select Com- 
mittee on Small Business, dated January 7, 
1960; and (4) McAnly, ‘‘An Appraisal of ‘Rein- 
vestment Depreciation,’ ’’ The Controller, Octo- 
ber, 1958. 

%® This example is taken from Mr. Peloubet’s 
memorandum on reinvestment depreciation. 
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index adjustment depreciation in that the 
latter does not require reinvestment.” 


These proposals have elicited widespread 
support and opposition. Indeed, the ac- 
counting profession has been split for some 
years on the subject, and there appears to 
be no present sign of a rapprochement be- 
tween the contending groups.” 


The principal objections which have been 
lodged against price-level depreciation have 
been these: 


(1) Such defects as exist in historic cost 
depreciation should be remedied by price- 
level modifications only as part of an attack 
on a whole range of inflation-caused prob- 
lems within the tax law which appear to 
merit equal consideration.” Here propon- 
ents of price-level depreciation have taken 
the position that depreciation is a special 
case among expenses, since most business 
costs are either settled over a short period 
or turn over rapidly and that, therefore, 
any error arising out of the inflationary fac- 
tor is relatively small. 


(2) Price-level depreciation abandons the 
“cost” basis of accounting. The proponents 
counter with the proposition that the “cost” 
referred to by the opponents of price-level 
depreciation should be abandoned because 
the use of conventional “cost” results, in 
effect, in a capital levy. Professor Paton 
suggests in this connection that when econo- 
mists speak of “costs” they are referring 
to the amount of “economic sacrifice com- 


St As Professor Paton points out in the Tar 
Revision Compendium, p. 883, the essential 
feature of reinvestment depreciation is the rec- 
ognition at the time a particular unit or in- 
stallation of plant is replaced of the difference 
between depreciation accrued to date of retire- 
ment in terms of original recorded dollar cost 
and the actual cost of replacement. But he 
prefers, as ‘‘much more defensible,’’ a _ pro- 
cedure which provides for a year-by-year de- 
duction of plant capacity consumed measured 
in current price level. 

% In December, 1947, the Committee on Ac- 
counting Procedures of the American Institute 
of Accountants took the position, over vigorous 
dissent, that price-level depreciation should not 
be adopted in the preparation of financial state- 
ments. The committee reaffirmed this position 
in 1948, expressing the opinion that the gen- 
erally accepted concept of depreciation on cost 
should be adhered to, but conceding: ‘Should 
inflation proceed so far that original dollar costs 
lose their practical significance, it might be 
come necessary to restate all assets in terms of 
the depreciated currency, as has been done in 
some countries. But it does not seem to the 
committee that such action should be recom- 
mended now if financial statements are to have 
maximum usefulness to the greatest number of 
users."’ This opinion was affirmed, again with 
vigorous opposition, in 1953. See the Com- 
mittee’s Restatement and Revision of Account- 
ing Research Bulletins (Accounting Research 
Bulletin No. 43 (1953)), pp. 67-71. 
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mitted” and not merely to numbers of dol- 
lars, francs or pounds. 


(3) Financial-statement presentations using 


_price-level depreciation would be mislead- 


ing or confusing. Here proponents say that 
an educational process would be necessary 
to accustom readers of such statements to 
the new method of depreciation but that 
such temporary inconvenience as might be 
involved is not an insuperable objection. 


(4) The development of a meaningful in- 
dex or indexes would be extremely difficult 
and might, indeed, produce unwanted re- 
sults. For example, suppose that drill 
presses in Industry A were declining in 
productivity, while electronic devices in that 
industry were increasing in productivity. 
An index based on Industry A price levels 
would not discriminate between depreciation 
adjustments applicable to the different items. 
If the index were on a product-by-product 
basis, might the current Bulletin F debate 
be repeated in a new area? Here propon- 
ents of price-level depreciation take the posi- 
tion that rational yardsticks can be developed.” 


(5) Price-level depreciation would cut 
back depreciation allowances in a period of 
falling prices, at the very time when stabili- 
zation policy might call for an increase in 
internal business funds and, conversely, 
would increase allowances in a period of 
rising prices, thus reducing tax liabilities at 
a time when that policy might require in- 
creased tax revenues.” Here the propo- 


53 See statements of Professors Davidson and 
Eisner at the 1959 Hearings, pp. 433-434. At 
p. 81 of The Federal Revenue System it is sug- 
gested that thoroughgoing price-level deprecia- 
tion reform should take account of price-level 
changes in measuring capital gains and losses. 

% The proposal in the 1960 ABA Report states 
(p. 21): 

“The determination of index factors is de- 
signedly left to the Secretary of the Treasury 
or his delegate rather than by the statutory 
specification of any particular price index 
source. It is expected that Congress in its 
report on any such legislation will lay out the 
desired pattern of index determination, adopt- 
ing or rejecting product or industry groupings, 
or geographical groupings, and specifying reli- 
ance upon construction costs and sales price 
indices or data. This delegation of authority 
is urged because it is believed that particulari- 
zation in this area would hinder rather than 
aid the administration of the statute."’ 

E. Cary Brown, Depreciation on Adjustments 
for Price Changes (Boston, Harvard University, 
Division of Research, Graduate School of Busi- 
ness Administration, 1952) states: ‘‘Even rea- 
sonable precision requires . . . that price indices 
for each individual firm be developed. There 
is so much diversity in the movement of asset 
prices that great injustices would arise if the 
adjustment were based on an over-all index."’ 

% The Federal Revenue System, p. 81. 
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nents would probably say that economic 
policy and federal revenue requirements are 
considerations separate from the considera- 
tion of the proper matching of revenues 
and depreciation expense.” 


Authoritative Treasury reaction to price- 
level depreciation proposals presumably will 
have to await the results of the currently 
circulated Treasury questionnaire on de- 
preciation. At this writing, however, at 
least one Treasury spokesman appears to 
be rather conservative. At his speech be- 
fore the joint session of the Section of 
Corporation, Banking and Business Law 
and the Section of Public Utility Law of 
the American Bar Association, held in 
Washington, D. C., on August 30, 1960, 
Under Secretary Scribner stated: “For 1960 
the total depreciation of corporations, un- 
incorporated businesses, and farmers is about 
$30 billion and is constantly increasing with 
the expansion of the economy. A 10 per 
cent across-the-board increase in deprecia- 
tion deductions at present levels would, in 
the short run, reduce revenues by about 
$1.5 billion.” Referring to the Treasury 
questionnaire program, which got under 
way on July 5, the Under Secretary stated: 


“There has been a divergency of opinion 
on the relative merits of speeding up the 
write-off of historical costs as against some 
specific recognition of increased replace- 
ment costs. We want to know more ex- 
actly how businessmen feel on this issue.” 


Earlier this year, the Under Secretary 
engaged in this exchange with Representa- 
tive Keogh: ” 


““T do not think we would be prepared 
to support depreciation based on replace- 
ment value. Our theory of depreciation 
has been the allowance to the owner of 
the property which is subject to deprecia- 
tion, as an operating cost, of the amount 
of depreciation which he actually suffered 
or the amount of obsolescence he has ac- 
tually suffered. When you go beyond that 
and attempt to treat it not as a business 
cost, but give him some additional money 
that he can use to buy a new item, you 
are going to move quite a ways away from 

5° The frequent current disparity between ac- 
counting procedures for book purposes and tax 
reporting purposes provides an interesting back- 
ground for E. Cary Brown's statements (work 
cited at footnote 54) that price-level deprecia- 
tion, ‘‘when used in corporate reports, would 
reduce fluctuations in profits after taxes, and 
perhaps reduce fluctuations in business expecta- 
tions and investment’’ and that ‘‘the more cer- 
tain step toward reducing economic fluctuations 
through depreciation charges would be to re- 


quire the continuance of historic-cost deprecia- 
tion for tax purposes and to encourage the 
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the theory of depreciation which we have 
thus far. You have not only the question 
of what the cost might be to our tax sys- 
tem; you would have, I am sure, problems 
of determination as to the replacement costs 
that would make the problems that business 
has at the present time seem mild indeed. 


“Most items of machinery which are re- 
placed are replaced by an improved and 
usually a different item which does the 
things which the machine which is being 
replaced did, but also does other things, 
or does the job faster, or does it better 
or more effectively or with less people in- 
volved. 


“Mr. Keogh. Do we not seek to approach 
the problem perhaps a bit obtusely when 
we set up within such agencies as the 
Small Business Administration the ability 
to make relative soft loans to small busi- 
ness for the purpose of enabling that busi- 
ness to get the equity capital it has not 
available to it through other stores? And 
one of the basic reasons for the deficiency 
in the available capital to that type of busi- 
ness is the failure to enable them to set 
up such a replacement reserve. 


“Mr. Scribner. We unquestionably take 
many steps to encourage small business. 
We certainly should. We should take steps 
to encourage the economy generally. But 
I do not think that one of the steps ought 
to be to change the depreciation methods 
that we now have and go to some sort 
of a replacement method. 


“It may well be that you should assist 
business with soft loans. But that is a 
different type of assistance than treating 
something as an expense which in fact it 
is not.” 


(6) What Are Current Proposals 
for Depreciation Changes Which 
Retain Principle of Historic Cost? 


As noted above, the two basic approaches 
which are available to a depreciation re- 
former are (1) abandonment of the historic 


cost principle and (2) retention of that 
principle, with a reshaping of the recovery 


switch to [price-level] depreciation for book 
purposes.”’ 

In this connection, Rev. Rul. 59-389, 1959-2 
CB 89, holds that ‘‘a taxpayer who elects to 
use the declining balance or any other method 
of computing depreciation for Federal income 
tax purposes is not required to reflect that 
method of computing depreciation in his books 
of account, provided permanent auxiliary rec- 
ords are maintained with the regular books of 
account for the purpose of reconciling the book 
depreciation with the tax depreciation.”’ 

57 1960 Hearings, pp. 11-12. 
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of cost through speeding-up or other real- 
location of the rate of charge-off. 


At this writing, despite a wealth of 
discussion and writing on price-level de- 
preciation, it is believed that no legislation 
has actually been introduced in recent Con- 
gresses proposing to implement the ap- 
proach of abandoning historic cost. (H. R. 
131, Eighty-sixth Congress, First Session, 
introduced by Representative Keogh on 
January 7, 1959, proposed a regivestment 
deduction which does not permit the tax- 
payer to recover more than his original 
cost.) The actual depreciation proposals 
before Congress in recent years are all 
variations on the historic-cost theme. 


Before reviewing those proposals, it seems 
appropriate to summarize what the possi- 
bilities are within the framework of the 
write-off of historic cost. 


At one extreme is the immediate charge- 
off of the entire cost of a capital asset 
—what has been called “cash flow depre- 
ciation.” This is not permitted under the 
present law, although the 1954 Code for 
the first time permitted the deduction, in 
the year incurred, of research and experi- 
mental expenditures (Section 174).% The 
lack of any completely rational distinction 
between many currently expensable items 
and others not entitled to be expensed has 
been pointed out recently: 


“From an economic standpoint the con- 
clusion is inescapable that many expendi- 
tures now eligible for cash-flow depreciation 
have all the important features of a long- 
term investment: Their timing is highly 
discretionary, they cost money now, and 
they are made in the hope that they will 
produce benefits in the future, sometimes 
very far in the future.” ” 


No current proposed legislation adopting 
this approach has been introduced.” 


At the other extreme of historic cost 
depreciation is the postponement of any 
charge for tax purposes until the asset is 
disposed of. The prime example under the 


5S. Rept. 1622, 83d Cong., 2d Sess., on H. R. 
8300 explained (at p. 33) that ‘‘where 
[research and experimental projects] are not 
abandoned and where a useful life cannot be 
definitely determined, taypayers have had no 
means of amortizing research expenditures. To 
eliminate uncertainty and to encourage tax- 
payers to carry on research and experimenta- 
tion these expenditures - may, at 
the option of the taxpayer, be treated as de- 
ductible expenses.”’ 

®Statement of Professor Joel Dean, 
Revision Compendium, p. 820. 

© In the middle thirties, Representative Thom 
offered a proposal (debated at 79 Congressional 
Record, pp. 12425-12426, August 3, 1935 (74th 
Cong., 1st Sess.)) which would have allowed the 
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present Code is land, taxable gain or loss 
on which is realized only upon sale. Here, 
again, the rationale for treating land dif- 
ferently from other revenue-producing as- 
sets is not entirely satisfactory: 


As has recently been pointed out: 


“The usual reasons [for the different treat- 
ment of land] are that land is not 
consumed in any regular or predictable fashion 
and that the only gain or loss that is ad- 
ministratively practical to recognize 
is that realized when the books are closed 
on a particular parcel. These reasons hardly 
seem to make a clear case for treating land 
in this special fashion. If they do, many 
other kinds of assets should be treated 
in the same way. Land can be used up 
like any mineral deposit or machine. Like 
land, the whole story on the ultimate profit- 
ability of any long-term investment cannot 
be known until the books are finally closed. 
Once again, the differences, if any, are only 
of degree.” “ 


Here, too, none of the current deprecia- 
tion proposals has espoused this approach. 


Between these extremes are what our 
tax law actually provides in the way of 
depreciation: a deduction allocated over a 
period of time, in accordance with some 
system of calculating the asset’s “life,” with 
gain or loss realized upon disposal of the 
asset—so-called conventional “time-table” de- 
preciation. It is in this area that the statu- 
tory changes of 1954 and 1958 were made. 


” 


It is in the .same area that the depre- 
ciation proposals before recent Congresses 
have been made. These proposals are in 
the following categories: attempts to spec- 
ify useful lives for depreciable assets or to 
give taxpayers some latitude in choosing 
their own useful lives; attempts to permit 
the 1954 Code accelerated depreciation meth- 
ods to be applied to used property; attempts 
to speed up the recovery of cost; attempts 
to allow a special incentive credit for in- 
vestment in new property. 


write-off of equipment in the year of acquisition 
as a means of stimulating the capital goods 
industry. One obvious problem with cash-flow 
depreciation is that with aggregate depreciation 
allowances running below capital expenditures, 
allowance of the entire amount of the latter as 
tax deductions would probably create serious 
budgetary problems at the present level of gov- 
ernment expenditures. 


6! Statement of Professor Joel Dean, Tax Re- 
vision Compendium, p. 819. Further, the Su- 
preme Court’s decisions in Hertz, Evans and 
Massey make holding period, rather than eco- 
nomic life, the measurement of useful life and, 
hence, there would appear to be no conceptual 
obstacle to depreciating land for federal income 
tax purposes. 
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Attempts to Specify Useful Lives 

for Depreciable Assets or to Give 
Taxpayers Some Latitude in Choosing 
Their Own Useful Lives 


In 1947 and 1948, companion bills—H. R. 
4789, Eightieth Congress, First Session, 
and H. R. 5142, Eightieth Congress, Second 
Session—were introduced to permit tax- 
payers to elect a useful life of 20 years 
(or more) for assets with a ueful life in 
excess of 20 years.” No action was taken 
on these bills. In 1953, H. R. 5702 and 
S. 298—substantially identical bills in the 
Eighty-third Congress, First Session—were 
introduced with a stated purpose “to afford 


the taxpayer the right to determine the 
period of useful life of property in comput- 
ing deductions for depreciation under the 
income tax laws.”"® The Treasury rendered 
an adverse report on S. 298,% and both 
In 1958, S. 3718 
Session), 


bills died without action. 
(Eighty-fifth Congress, 


Second 
“Classification 


“Buildings 


which also died without action, would have 
made the useful life of any depreciable 
property, at the election of the taxpayer, 
a specific period, depending on the longe- 
vity of the property.” 


The most specific proposal along these 
lines was contained in H. R. 3000, Eighty- 
sixth Congress, First Session, introduced 
by Representative Herlong on January 21, 
1959, which died without action. This bill 
provided, among other things, that: 


“Tf, after December 31, 1958, the useful 
life of property subject to depreciation 
(determined in any manner other than that 
provided in this subsection) is greater than 
that set forth in the following table, then 
the useful life of such property shall, for 
purposes of determining the depreciation 
deduction allowed by this section, be re- 
duced in amount to coincide with the maxi- 
mum useful life shown in the appropriate 
classification of said table applicable to 
said property: 


Maximum Useful 
Life (Years) 
30 


“Standard and general purpose machinery and equipment, including 
buildings useful only to house such machinery and equipment.. 12 


“Furniture and related equipment 


10 


“Special purpose machinery and equipment, including buildings use- 
ful only to house such machinery and equipment... 6 


® The somewhat cryptic text of the substan- 
tive portion of these bills was as follows: 

“If property at the time of acquisition has 
a useful life in excess of twenty years, at the 
election of the taxpayer the property shall be 
deemed to have a useful life of twenty years 
or more for the purpose of determining under 
this subsection a reasonable allowance for the 
exhaustion, wear, and tear of such property.”’ 

*® These bills (which were proposed as amend- 
ments to H. R,. 8300, the bill embodying the 
1954 Code) provided limits of five to 50 years in 
the case of real property and one to five years 
in the case of personal property. 

* This report, dated October 14, 1953, illus- 
trates the Treasury’s concern with the revenue 
impact of depreciation proposals. Among other 
things, the report stated: 

“To illustrate the magnitudes involved, it 
would appear to be reasonable to assume that 
the average depreciation rate selected would 
be about 20 per cent. Total new investments 
in depreciable property are now around $30 
billion a year. The average depreciation rate 
on all newly acquired depreciable property, ex- 
clusive of the portion of emergency facilities 
subject to 5-year amortization, is estimated at 
about 6 per cent under existing provisions. On 
this basis it would appear that the proposed 
legislation would involve an increase in annual 
depreciation allowances on a single year’s in- 
stallations of depreciable property from about 
$1.8 billion per year ($30 billion at 6 per cent) 
to about $6 billion ($30 billion at 20 per cent), 
or an increase of about $4.2 billion. 

“An additional $4.2 billion of depreciation al- 
lowances would entail an immediate annual 
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revenue loss of over $2 billion assuming an ap- 
plicable tax rate of about 50 per cent. Since 
this would be the effect of the additional depre- 
ciation deduction attributable only to a single 
year’s investment, the current annual loss of 
revenue would build up cumulatively for a num- 
ber of years during which the proposed plan 
would be in operation. In the fifth year, for 
example, the revenue loss would be in the 
neighborhood of $10 billion.’’ 

® The substantive text of this bill (introduced 
by Senator Capehart), which would have related 
to property constructed or acquired during 1958 
or 1959, was as follows: 

(1) SPECIAL RULE.—For purposes of this 
section, the useful life of property described in 
paragraph (3) shall, at the election of the tax- 
payer, be a period equal to— 

“*(A) one-half of the useful life of such prop- 
erty (determined without regard to this subsec- 
tion), to the extent that such useful life does 
not exceed 15 years, plus 

‘“‘(B) in the case of property which (without 
regard to this subsection) has a useful life in 
excess of 15 years, one-third of the useful life 
of such property (determined without regard 
to this subsection), to the extent that such use- 
ful life exceeds 15 years. 

“*(2) LIMITATION.—The useful life of any 
property shall not, by reason of the applica- 
tion of paragraph (1), be less than three years.’’ 

This bill was the subject of an adverse report 
by the Bureau of the Budget to the Chairman 
of the Senate Finance Committee, dated June 
18, 1958. 


















“Classification 


Maximum Useful 
Life (Years) 


“Miscellaneous small equipment chargeable to capital account, in- 


cluding office machines......... 


“Automotive equipment 


Attempts to Permit 1954 Code 
Accelerated Depreciation Methods 
to Be Applied to Used Property 


On February 9, 1959, Senator Sparkman 
(for himself and others) introduced S. 1010, 
Eighty-sixth Congress, First Session, for 
the purpose of permitting the accelerated 
depreciation methods specified in Section 
167(b) to be applied to used property ac- 
quired after December 31, 1958. While this 
bill died without action in the Eighty-sixth 
Congress, the theory of the bill was en- 
dorsed as a “sorely needed legislative aid 
to small business” by the Senate Select Com- 
mitte on Small Business early this year.” 


Attempts to Speed Up Recovery of Cost 


A bill, S. 2695, Eighty-sixth Congress, 
First Session, was introduced by Senator 
Smathers on September 12, 1959, as the 
outcome of hearings held on July 24, 1959, 
by the Subcommittee on Government Pro- 
cedure and the Subcommittee on Taxation, 
both subcommittees of the Senate Select 
Committee on Small Business. When he 
introduced the bill, Senator Smathers stated 
that its purpose was to “shorten the depre- 
ciation period and increase the rate of de- 
preciation in the years immediately follow- 
ing acquisition of capital assets.”® Thus, 
the proposal allows a triple declining-balance 
method on new property having a useful 
life of five years or more. Though this bill, 
too, was not acted upon, the Senate Select 
Committee on Small Business report of 
January 7, 1960, advised the “weighing” of 
the adoption of triple declining-balance de- 
preciation (and a Canadian bracket system 


method of determining useful lives) as a 
“specific solution for underdepreciation.” 


Attempts to Allow Special Incentive Credit 
for Investment in New Property 


A bill, S. 59, Eighty-sixth Congress, First 
Session, introduced by Mr. Sparkman on 
January 9, 1959, would have allowed a 
special deduction for additional investment 
in depreciable assets, inventory and ac- 
counts receivable equal to the lesser of 
$30,000 or 20 per cent of the taxpayer’s net 
income (computed without regard to the 
new allowance). This provision also died 
in the Eighty-sixth Congress, but not with- 
out favorable recommendation by the Sen- 
ate Select Committee on Small Business.” 


(7) What Major Technical Problems 
in Administration of Statute 
Attract Current Attention? 


In addition to the above-mentioned pro- 
posals for general revision of the deprecia- 
tion allowance, a number of technical prob- 
lems are currently drawing attention. Of 
these, two (which are basically two aspects 
of a single problem) are in the forefront of 
professional and Congressional considera- 
tion. These are salvage value and capital 
gain treatment of the profits from sale of 
depreciable property under Section 1231. 


Salvage Value 


When the Treasury issued its regulation 
in 1956 offering, for the first time, a defini- 
tion of salvage value as “the amount (deter- 





* Various limitations were imposed, including 
restricting use of the new method to new prop- 
erty with a useful life of three years or more. 


* Tax Depreciation Allowances on Capital 
Equipment, S. Rept. 1017, 86th Cong., 2d Sess., 
January 7, 1960, p. 11. 

*% 105 Congressional Record 17686 (daily edi- 
tion, September 12, 1959). 


® The Canadian tax law sets up 17 classes of 
depreciable property and assigns a depreciation 
rate to each class. A variant suggested for 
American use would also establish class rates, 
but with a range of permissible lives within 
each class. See Barlow, ‘‘Depreciation,’’ Tax 
Revision Compendium, pp. 827, 833, 835. 

Among the proposed recommendations to 
Congress adopted by the section ‘of taxation in 
Washington last August was a proposal to per- 
mit depreciation over useful lives determined 
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on a bracket-grouping basis. Under this pro- 
posal, the Treasury would divide all depreciable 
property into not more than 20 classes and 
would assign a bracket or range of useful lives 
to each class. (The proposal provides that this 
division and assignment ‘‘shall take into account 
probable future obsolescence and the public 
interest In encouraging the expansion, mod- 
ernization and improvement of plant and equip- 
ment."’) A taxpayer would have the option to 
employ any useful life falling within the appli- 
cable bracket or range, or to emodioy any other 
life which he established was appropriate for 
his trade or business. 1960 ABA Report, pp. 
21-23; private communication of September 12, 
1960, to the writer from the chairman of the 
section’s committee on depreciation and amor- 
tization. 

%S. Rept. 1017, 86th Cong., 2d Sess., p. 11. 
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mined at the time of acquisition) which will 
be realizable upon sale or other disposition 
of an asset when it is no longer useful in 
the taxpayer’s trade or business,”™ it in- 
jected an area of dispute into the adminis- 
tration of the depreciation statute which 
may well increase the number and intensity 
of depreciation disputes between taxpayers 
and the Internal Revenue Service. As the 
Committee on Depreciation and Amortiza- 
tion of the Section of Taxation of the 
American Bar Association has recently 
stated: 


“The present law calls for unrealistic 
estimates [of salvage value] which are 
necessarily guesswork. The requirements 
for estimating net salvage lead to a great 
deal of time-consuming controversy be- 
tween taxpayers and the Internal Revenue 
Service.” ” 


Indeed, the Supreme Court’s decision in 
Evans and Massey with respect to salvage 
value may intensify such controversies; the 
House Ways and Means Committee has 
been made aware of this possibility and, 
in particular, of the impetus: to hindsight 
adjustments inherent in the Treasury regu- 
lation and the Supreme Court decision.” 


One suggestion for dealing with this 
problem has been advanced by the Com- 
mittee on Depreciation and Amortization of 
the Section of Taxation of the American 
Bar Association. The committee’s proposal 
is to allow taxpayers to elect not to reduce 
the basis of property for depreciation pur- 
poses by salvage, but to require electing 


™ Reg. Sec. 1.167(a)-1(c). 

72 1960 ABA Report, p. 27. 

7% The following exchange took place between 
Rolla D. Campbell, of the National Coal Asso- 
ciation, and Representative Byrnes at the 1960 
Hearings (p. 119): 

“Mr. Byrnes. But we have now brought in 
this new item of salvage value, which I assume 
becomes even more important as you consider 
the matter of useful life to the taxpayer versus 
the useful life of the item. 

“Mr. Campbell. That is correct. 

“Mr. Byrnes. So even if these decisions [in 
the then pending Hertz, Evans and Massey 
cases] went in favor of the Government, as 
far as the meaning of useful life is concerned, 
does that not then bring into play, into bigger 
prominence, greater prominence, the matter of 
salvage value, and more or less force the Treas- 
ury and its agents to be more concerned about 
salvage value? 

“Mr. Campbell. It will make more important 
the question of salvage value, yes. I believe 
I mentioned that in answer to the Chairman's 
question. These bills, if enacted, will not elimi- 
nate disputes between the taxpayer and the 
Government as to what is the useful life and 
proper salvage value. Now, there will always 
be room for controversy on those questions. 
And I must say my personal experience: has 
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taxpayers to include salvage receipts in in- 
come in the year of retirement.“ It is to 
be noted that this proposal was made as one 
of a number of proposed recommendations 
to Congress by the committee, which in- 
cluded a recommendation that Section 1231 
capital gain treatment be discontinued for 
depreciable property. However, the latter 
proposed recommendation was rejected at 
the committee’s meeting in Washington in 
August.” 


Thus, at this writing, the committee’s 
proposed recommendation on this point 
would presumably eliminate the salvage 
value factor in the depreciation equation 
except to restore net salvage to income in 
the year of retirement. 


Capital Gain on Sale of Depreciable 
Property—1954 Code Section 1231 


No discussion of current depreciation 
proposals can ignore the question of capital 
gain treatment of gain on the sale of depre- 
ciable property. This year has seen the 
latest attempt by the Treasury to persuade 
Congress to eliminate such treatment. At 
this writing, however, Congress has shown 
no apparent inclination to change the stat- 
ute in this regard. 


In January, 1960, the President’s budget 
message asked for legislation which would 
treat gain on the sale of depreciable per- 
sonal property as ordinary income to the 
extent of depreciation previously taken on 
such property.” 


been that most of these controversies arise after 
the event. 

“In other words, after there has been a sale 
and the agents know what the final outcome 
was, then they say, ‘We want to go back and 
re-do your open years.’ ’’ 

™ 1960 ABA Report, pp. 26-27. 

It is understood that the recommendation 
on eliminating the salvage value adjustment of 
basis and the recommendation that useful lives 
be determined on a bracket-grouping basis will 
be presented to the ABA House of Delegates 
in February and that, unless adopted by the 
House of Delegates, such recommendations will 
not be presented to Congress and cannot be 
cited as representing the official position of the 
American Bar Associatior (private communica- 
tion of September 12, 1960, to the writer from 
the committee’s chairman). 

7% ‘‘Under existing law, administration of the 
depreciation provisions is being hampered by 
the attempts of some taxpayers to claim exces- 
sive depreciation before disposing of their prop- 
erty. If gain from the sale of depreciable 
personal property were treated as ordinary 
income, the advantage gained in claiming exces- 
sive depreciation deductions would be materially 
reduced and the taxpayer’s judgment as to the 
useful life of his property could more readily 

(Continued on following page) 
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This proposal was followed upon on 
February 12, 1960, by a letter from the 
Secretary of the Treasury to the Vice 
President and the Speaker of the House 
of Representatives transmitting H. R. 10491 
and H. R. 10492." This proposed legislation 
did, in fact, provide that gain on the sale 
of depreciable personal property was to be 
considered ordinary income to the extent 
that the gain resulted from basis reduction 
effected by depreciation.” These bills formed 
the subject of spirited hearings by the 
Ways and Means Committee on March 
2-3, 1960. 


Shortly after the close of these hearings, 
the press noted that because of vigorous 
opposition by business witnesses, this pro- 
posed legislation was unlikely to be taken 
up this year.” 


The Ways and Means Committee did 
shelve the bill. The Wall Street Journal of 
March 23, 1960, reported: “Committee 
members decided in closed session to hold 
off on the Treasury plan until the group takes 
up—at some indefinite time in the future— 
a broader study of possible revisions in the 
present tax rules covering depreciation.” 


At least as important as the result of 
the committee’s action is the nature of the 
views expressed at the hearings by business 
and Treasury witnesses and by committee 
members. 


These reflect three basic attitudes: 


(Footnote 76 continued) 

be accepted. Accordingly, I recommend that 
consideration be given to a change in the law 
which would treat such gain as ordinary income 
to the extent of the depreciation deduction 
previously taken on the property.’’ (The Budget 
of the United States Government for the Fiscal 
Year ending June 30, 1961, p. M11: Congres- 
sional Record, January 18, 1960, p. 583.) 

7 These identical bills were introduced in the 
House on February 17, 1960, by Representatives 
Mills and Mason, respectively (the ranking 
Democratic and Republican members of the 
House Ways and Means Committee). The 
Secretary of the Treasury’s letter stated, among 
other things: 

“The proposed statutory change which would 
require that gains from sale of depreciable per- 
sonal property be treated as ordinary income, 
to the extent of depreciation previously claimed, 
would make it possible for agents of the In- 
ternal Revenue Service to accept more readily 
taxpayer judgments and taxpayer practices with 
respect to depreciation rates and salvage value."’ 

There had previously been introduced bills 
with somewhat analogous concepts: S. 2059, 
86th Cong., 1st Sess. (Senator Proxmire, May 
28, 1959), which would have removed all depre- 
ciable property from the coverage of Sec. 1231, 
so that the section would apply only to involun- 
tary conversions, and S. 2527, same session 
(Senator Clark, August 12, 1959), which would 
have removed depreciable personal property 
from such coverage, leaving real property and 
involuntary conversions within its scope. 
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First, there was a strong current of feeling 
that any attempt to deal with Section 1231 
should come only as part of an integrated 
approach to general depreciation reform. 
Thus, as one witness put it: ® 


“The assurances from the Treasury that 
its legislative proposal ‘would make it pos- 
sible for agents of the Internal Revenue 
Service to accept more readily taxpayer 
judgments and taxpayer practices’ are un- 
doubtedly well intentioned and sincere. We 
have no question about that. But, unfortu- 
nately, these assurances cannot be at all 
meaningful until we know how they will 
be implemented, and, unless they are actually 
implemented by a drastic revision of exist- 
ing regulations and the elimination of Bulle- 
tin F and, its physical life concept. 


“Certainly Congress is entitled to know 
how far the Treasury now thinks it can 
implement any reform it may have in mind 
without legislation, and what additional 
legislation if any the Treasury thinks will 
be needed.” 


Second, there was a strong feeling on the 
part of several of the witnesses that the 
proposal on Section 1231 might seriously 
deter replacement of used equipment and 
the purchase of new and more efficient 
equipment. For example, the secretary and 
assistant general counsel of the Air Trans- 
portation Association of America, stated: 


7% To the extent that the taxpayer obtained 
additional gains—by reason of market factors— 
the additional gains would continue to be taxed 
as capital gain. Thus, if a taxpayer's asset 
cost him $1,000, he deducted $400 of deprecia- 
tion and sold the item for $800 (or $200 more 
than its depreciated cost of $600), the proposed 
legislation would tax the $200 gain as ordinary 
income. But if the market were such that he 
happened to be able to sell the item for $1,100 
(or $500 more than its depreciated cost of $600), 
the proposed legislation would tax $400 of the 
gain as ordinary income and $100 as capital 
gain. 

7% The Wall Street Journal of March 9, 1960, 
noted (p. 1): ‘“‘Committee members .. . con- 
tend the Treasury’s proposal should not be 
acted on independently from depreciation policy 
as a whole—a subject the group is considering 
as part of its broad tax review.”’ 

Among the more interesting and thought- 
provoking proposals to which Congressional 
committees have been exposed is the concept 
of ‘‘roll-over’’ treatment for investment assets, 
spelled out in Mr. Reuben Clark’s article ‘‘The 
Paradox of Capital Gains: Taxable Income 
That Ought Not to Be Currently Taxed,’’ Tax 
Revision Compendium, p. 1245. Mr. Clark’s 
basic proposal is ‘‘to defer the tax on realized 
capital gains to the extent that these gains are 
reinvested in other capital assets and to recog- 
nize currently all capital losses in full.’’ 

* Statement of Joel Barlow, 1960 Hearings, 
pp. 31-32. 
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“We believe approval of the bills pres- 
ently before the committee would impair 
the airline industry’s ability to expand and 
modernize to the extént required in the 
national interest, and that the public and 
the Nation would be the losers. 


“A number of factors combine to make 
the air transport industry especially subject 
to injury from any measure which would 
increase the tax burden incident to disposal 
of obsolete equipment and replacement with 
more modern equipment.” ™ 


He also stated: ® 


“During these 11 years [1946-1956] de- 
preciation accounted for 33.4 per cent of the 
total funds available to [the airlines] over 
and above cash operating expenses and 
taxes. Proceeds from retirement of prop- 
erty accounted for another 5.4 per cent of 
the funds. The airlines have regularly 
plowed back their earnings into new equip- 
ment, have reinvested depreciation in new 
equipment, and have put the proceeds from 
sale of retired equipment into new equip- 
ment. The proceeds, that is, after taxes.” 


Indeed, the Under Secretary of the Treas- 
ury appeared to concede the possibility that 
enactment of the proposed legislation might 
deter replacement of used equipment and 
the purchase of new and more efficient 
equipment: * 


“The Chairman. Mr. Secretary, have you 
gone beyond your consideration of merely 
a result of this proposal in connection with 
tax policy and depreciation to consider what 
the effect of the bill might be with respect 


511960 Hearings, pp. 67-68. In this connec- 
tion, this witness also testified (pp. 68-69): 
‘“‘Any such increase in the tax burden [as that 
contemplated by H. R. 10491 and 10492] would 
particularly affect this industry because the 
airlines historically rely heavily on internal 
cash generation—plowed back earnings, cash 
throw off from depreciation, and proceeds from 
sale of retired equipment—to pay for new air- 
craft and to convince leaders that there is a 
reasonable prospect of loans being repaid. 


“It is only 7 short years since the DC-7 first 
went on the line in 1953, and barely 2 years 
since the last delivery of one of these fine air- 
planes to a domestic airline. But progress has 
already made this airplane obsolescent, if not 
obsolete, and the airlines which paid $2,500,000 
apiece for DC-7’s this short time ago are now 
having to dispose of them and buy jets at 
$5,000,000 and more per aircraft. Only by so 
doing can they provide the public with the 
service it wants.”’ 

8 1960 Hearings, p. 77. 

53 1960 Hearings, pp. 27-28. 

“Thus, the following exchange took place 
between Representative Keogh and Under Secre- 
tary Scribner (1960 Hearings, p. 25): 

“Mr. Keogh. Under this proposal, are you 
not imposing upon the owner of this type of 
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to a particular taxpayer’s willingness to 
dispose of old equipment and. buy new and 
more efficient equipment? Will this pro- 
posal encourage the taxpayer who should 
have more efficient equipment, newer equip- 
ment to purchase newer and more efficient 
equipment or will it cause the taxpayer to 
hold on for a longer period of time to old 
equipment that may be less efficient? 


“Mr. Scribner. I think, Mr. Chairman, 
that you might say this proposal would 
perhaps cut both ways. Based on the fact 
that he might lose his capital gain treatment 
you could say that since he is going to have 
to pay more tax, perhaps you would have 
less money left and he would be unwilling, 
therefore, to make the change.” 


Finally, part of the Ways and Means 
Committee’s refusal to take affirmative ac- 
tion on H. R. 10491 and 10492 appears to 
have stemmed from a feeling that this pro- 
posed legislation in a sense takes the op- 
posite approach from that of the proponents 
of price-level depreciation.“ In short, capi- 
tal gains treatment has been justified as a 
kind of rough justice dealing with the 
effects of inflation under an annual-reckon- 
ing system of taxation,” and the committee 
may have concluded that until the debate 
on price-level depreciation has resulted in 
more settled views on the subject in Con- 
gress, Section 1231 ought not to be amended. 


Summary 


(1) Tax depreciation proposals vie for 
acceptance in an area unusually beset with 
disagreements on first principles: Does 


personal property the burden of the results, 
say, of inflation? 

“Mr. Scribner. If we have inflation, Mr. 
Congressman, the burden is on everybody, as 
you well know. Anybody that owns an item 
of property has to suffer the results which 
may flow in the economy because of an infla- 
tionary development. 

“Mr. Keogh. I understand that. But under 
your proposal, if I understand it correctly, as- 
suming that the resale price of a written down 
asset is greater than the book value, and part 
of that appreciation is not any real increase in 
the value of the asset, but a reflection of infla- 
tionary trends, you would propose a further 
penalty on that taxpayer by taxing the increase 
as ordinary income, wouldn’t you? 

“Mr. Scribner. I don’t think we would be 
putting any further penalty on the taxpayer. 
If that price did involve some inflation and infla- 
tion did not get it up above the original cost, 
the comment you made might follow. You 
always have the difficult question on a piece 
of used machinery, particularly the replacement 
for which would be a new modern piece of 
different type, to determine just what the rea- 
son is which permits you to recover more than 
its depreciated book value.”’ 

% See The Federal Revenue System, p. 46. 
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present federal tax depreciation policy pro- 
duce a more or less equitable definition of 
the income of owners of depreciable prop- 
erty, as compared, say, with the income of 
business executives or wage earners? If 
tax depreciation can, in fact, produce meas- 
urable and predictable effects on industrial 
growth and stability, is depreciation a better 
method of accomplishing the desired ob- 
jectives than, say, straight rate reductions 
in the federal income tax? To what extent 
does increased cash availability resulting 
from increased depreciation allowances en- 
courage increased capital investment? (For 
example, what part did the 1954 liberaliza- 
tion of the deduction play in the observed 
expansion of capital investment in the late 
fifties ?) 


(2) Another problem cuts across these 
complexities. Drepreciation is consistently 
one of the largest single federal income 
tax deductions (for corporations, currently 
about one third of their entire net taxable 
income). Thus, however various deprecia- 
tion changes may redefine taxable income, 
the Treasury has had to cope with the 
initial problem that relatively slight shifts 
in the concept or rate of this deduction 
carry with them wide variations in tax 
revenues. This preoccupation of the Treas- 
ury has been constant from the days of 
1934, when a Congressional subcommittee 
proposed to cut all depreciation allowances 


by one fourth (and the corporate tax rate 
was 13% per cent), to the days of 1960, 
when the corporate rate is almost four 
times as high but when everyone (the 
Treasury included). subscribes to the gen- 
eral principle that the depreciation deduc- 
tion should be liberalized. 


(3) After the Evans, Massey and Hertz 
cases, the main future arena of depreciation 
controversy between business and the Trea- 
ury seems most likely to be Congress and 
not the courts. At this writing, the author’s 
information is that there will probably be 
no depreciation proposal developed for seri- 
Ous consideration in the new Congress until 
after about six months have passed. Which- 
ever Presidential nominee is elected, the 
incoming administration will be a new one, 
with a new spending program to be budgeted; 
moreover, the results of the Treasury’s cur- 
rent depreciation questionnaire will have to 
be accumulated, sifted and translated into 
a proposal. Since the available evidence 
indicates that the effectiveness of any de- 
preciation increase aS an incentive to in- 
vestment depends in large measure on the 
extent to which it grants a near-term tax 
cut, Congressional sympathy for such an 
increase will be greatly, and perhaps deci- 
sively, influenced by the apparent degree 
of urgency in our defense requirements. 


[The End] 


Guidelines for Handling the Reporting 
of Business Expenses and Reimbursements 
By B. KENNETH SANDEN 


The author is a partner, Price, 
Waterhouse and Company, Detroit. 


EW of the recent developments in the 

field of federal income taxation have 
aroused as much interest (and possibly 
resentment) as the Treasury’s program for 
the reporting and examination of expense 
accounts, This program stems from various 
pressures generated through alleged abuses 
of the tax laws covering the deduction as 
business expenditures of amounts spent for 
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travel and entertainment. Aside from the 
Treasury Department itself, complaints have 
been received from numerous taxpayers and 
members of the Congress of the United 
States. In fact, certain revelations which 
first came to light during Congressional 
committee investigations (remember the 5 
per centers) only served to create a “scare” 
or “hysteria” type of atmosphere. Subse- 
quently the so-called expense account abuses 
became fashionable subjects for cartoonists, 
columnists and feature writers. Through 
such mediums the man in the street has 
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probably been led to believe that the 
extreme cases he reads about are common- 
place and typical (actually, surveys indicate 
that the great majority of companies are 
quite conservative and do not condone ex- 
cessive spending’). He resents the fact 
that other taxpayers escape tax where he 
cannot, It is clear that closer scrutiny of 
business expenditures has popular sup- 
port and, accordingly, the subject of such 
abuses has even been touched upon in the 
platform of a major political party in the 
1960 Presidential campaign. 


The new policies relating to entertainment 
expense and employees’ expense accounts, 
as set forth in the recent announcements of 
the Internal Revenue Service, will affect 
every business, regardless of size or form, 
and the large number of individuals who 
incur business expenses. Needless to say, 
the requirements under the new program 
have created a great deal of consternation 
among taxpayers. Traditionally, our self- 
assessment federal income tax system has 
been based on the premise that taxpayers 
are basically honest and, given a clear 
expression of the rules that they are ex- 
pected to follow, will apply those rules in 
good faith to their own situations in assess- 
ing their own tax liabilities. This system 
of taxation depends on general public con- 
fidence in its fairness and a popular under- 
standing that taxpayers will generally pay 
their taxes fully even though grudgingly. 
It is apparent that the taxpayers them- 
selves have the ultimate responsibility for 
making this system work. In recent years, 
complications in the Internal Revenue Code 
itself, and interpretations thereof, have 
created strains on the voluntary feature of 
our tax system. There has been consider- 
able criticism of the new additional re- 
porting requirements in that they represent 
a substantial departure from the self-assess- 
ment principle and because they will im- 
pose additional administrative burdens on 
practically all business taxpayers. Only 
time itself will reveal whether or not the 
new reporting requirements, and the en- 
forcement measures taken by the Internal 
Revenue Service, represent the first step 
of serious inroads into this time-honored 
self-assessment system. 


It should be emphasized that the rules 
which the Internal Revenue Service will 
follow in dealing with entertainment and 
employee expense accounts do not repre- 
sent a change in the law. The basic law 
is the same; business expenses are still 


1 Administration of Executive Expense Ac- 


counts (National Industrial Conference Board, 
Inc., Studies in Business Policy, No. 96). 
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business expenses and personal expenses 
are still personal expenses. Only the dis- 
closure requirements have been expanded to 
require information to be furnished in rela- 
tion to expenditures in areas which might 
encompass not only business expenses, but 
personal expenses as well. 


What, then, are the guidelines established 
by the new reporting requirements? What 
must employers and employees do to com- 
ply? How can a taxpayer protect himself 
against the automatic disallowance approach? 
What are the prospects for future changes 
in the business-expense area? 


Guidelines Established 
by New Reporting Requirements 


The rules which the Internal Revenue 
Service will follow in dealing with enter- 
tainment and employee expense accounts 
were announced on April 4, 1960, in Tech- 
nical Information Release 221. Tentative 
rules had been outlined in T. I. R. 198 
issued in December, 1959, and questions 
and answers relating to T. I. R. 198 were 
issued about the same time as T. I. R. 198 
and later in T. I. R. 204. 


In summary, the 1960 tax returns are 
being expanded to include sections deal- 
ing with expense account allowances paid 
to (1) the 25 highest-paid officers of a 
corporation or (2) the 25 highest-paid 
partners of a partnership or (3) the pro- 
prietor and the five highest-paid employees 
of a sole proprietorship. 


However, information will only be re- 
quired with respect to any of the above 
persons whose total compensation—includ- 
ing salary, and payments directly or in- 
directly for expenses and other allowances 
—is in excess of $10,000. With some justifi- 
cation, the Treasury Department appar- 
ently feels that if the officers and others 
meeting these requirements properly police 
their own expense account allowances, they 
will do the same with respect to their em- 
ployees. 


Proper accumulation of data relating to 
expense account allowances requires an 
understanding of the term. It is defined 
in T. I, R. 221 to mean: 


“(1) Amounts, other than compensation, 
received as advances or reimbursements, 
and 


“(2) Amounts paid by or for the corpo- 
ration, partnership or proprietor for ex- 





penses incurred by or on behalf of an 
officer, partner, employee, or proprietor, 
including all amounts charged through any 
type of credit card. 

“However, this term does not include 
amounts paid for: 


“(a) The purchase of goods for resale or 
use in the employer’s business; 

“(b) Incidental expenses, such as_ the 
purchase of office supplies for the employer 
or local transportation in connection with 
an errand. 

“(c) Such fringe benefits as hospitaliza- 
tion insurance, approved pension trust funds 
and unemployment insurance. 


“(d) In the case of persons supplying 
legal, accounting, engineering or other pro- 
fessional services, the expenses which will 
be billed directly to the client. However, 
these persons should maintain records rea- 
sonably sufficient to establish the business 
purpose for the expenditure.” 

In addition to the foregoing, the 1960 
returns will contain the following questions: 


“Did you claim a deduction for expenses 
connected with— 


“(1) A hunting lodge . working 
ranch or farm . fishing camp .. ,, 
resort property .. pleasure boat or 
yacht ., or Other similar facility BS 
(Other than where the operation of the 
facility was your principal business.) 


“(2) The leasing, renting or ownership 
of a hotel room or suite ., apartment 
.. or other dwelling .. Which was 
by customers or officers or employees 


used 
including members of their families? (Other 
than use by officers or employees while in 
business travel status.) 


“(3) The attendance of members of fam- 
ilies of officers or employees at conventions 
or business meetings ? 


“(4) Vacations for officers or employees, 
or members of their families? (Other than 
vacation pay reported on Form W-2.)” 


_ Technical Information Release 221 spe- 
‘cifically states: “An affirmative answer to 
any of these questions does not necessarily 
mean that the deductions claimed for any 
of these items will be questioned or dis- 
allowed. Nor does the absence of a ques- 
tion relating to other similar expenses mean 
that such expenses will not receive consid- 
eration upon examination.” The Internal 
Revenue Service has stated that no penalty 
will attach for failure to answer the ques- 
tions on the form but that such failure may 
well lead to an examination of the return. 


2 Reg. Sec. 1.162-17(d). 
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These new reporting requirements for 
employers do not change the regulations 
which deal with the reporting of expense 
reimbursements in an employee’s tax re- 
turn, The Internal Revenue Service makes 
this clear in a series of questions and 
answers relating to T. I. R. 198. Therefore, 
an employee will not be required to submit 
substantiation of expense allowances with 
his return unless (1) he does not account to. 
his employer or (2) he claims a deduction 
for expenses in excess of amounts received 
in reimbursement. Of course, the Internal 
Revenue Service can call for substantiation 
from anyone on examination of a return 
and, in fact, has stated that it will do so as a 
routine where the employee is closely re- 
lated to his employer through family ties or 
stock ownership as provided in Section 267 
(b) of the Internal Revenue Code or where 
the accounting procedures used by the em- 
ployer for the reporting and substantiation 
of expenses are found to be inadequate.’ 


Where the employee receives reimburse- 
ments in excess of the ordinary and neces- 
sary business expenses which he has incurred, 
he must include the excess in his income. 
Employees required to submit expense in- 
formation with their tax returns must show 
the total amount received as advances or 
reimbursements, including amounts charged 
directly or indirectly on credit cards; the 
nature of the employee’s occupation; the 
number of days away from home on busi- 
ness; and the total amount of ordinary and 
necessary business expenses which he has 
incurred, broken down into broad categories. 


Regulations relating to employees’ ex- 
penses adopted in August, 1958, state that 
“to ‘account’ to his employer means 
to submit an expense account or other 
required written statement to the employer 
showing the business nature and the amount 
of all the employee’s expenses (including 
those charged directly or indirectly to the 
employer through credit cards or other- 
wise) broken down into such broad cate- 
gories as transportation, meals, lodging 
while away from home overnight, enter- 
tainment expenses and other business ex- 
penses. For this purpose, the Commissioner 
in his discretion may approve reasonable 
business practices under which mileage, per 
diem in lieu of subsistence, and _ similar 
allowances providing for ordinary and nec- 
essary business expenses in accordance with 
a fixed scale may be regarded as equivalent 
to an accounting to the employer.” * 


Currently, allowances of no more than 
12% cents per mile for automobile expenses 


* Reg. Sec. 1.162-17(b) (4). 
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and $15 a day when away from home over- 
night are regarded as equivalent to an 
accounting to the employer.* These rates 
are 125 per cent of the allowances author- 
ized to be paid by the federal government 
for official travel within the continental 
United States. The same ratio will apply 
if the government rates are changed. A 
recent ruling illustrates variations from 
these rigid allowances which have been 
accepted by the Internal Revenue Service 
as constituting an accounting. However, 
the Internal Revenue Service points out 
that any employer granting mileage or per- 
diem allowances in excess of 12% cents per 
mile or $15 per day must secure a ruling 
in advance before his plan will qualify as 
an accounting.’ Under this ruling, it ap- 
pears that variations recognizing higher 
costs in certain localities or number of 
miles driven will be accepted, but variations 
based on grade or salary of the employee 
will not qualify. 


While no precise formula can be pre- 
scribed for record-keeping, questions and 
answers issued in connection with T. I. R. 
198 suggest that the records disclose: (1) 
why—the relation of the expenditure to the 
taxpayer’s business (the business purpose of 
the expenditure must be established); (2) 
who—the name of the person or persons 
entertained; (3) when—the date of the ex- 
penditure; (4) where—the place of the ex- 
penditure, the recipient of the sums expended 
and the nature of the product or service 
received; (5) how much—the amount of the 
expenditure. The answer also states that 
unusual items should be accompanied by 
explanations and large items should be 
supported by evidence of payment. 


It does not appear that the suggestions 
should be interpreted to mean that an em- 
ployer must obtain from the employee 
minute details of each and every expendi- 
ture. A practical interpretation of the re- 
quirements would be that information showing 
the “why, who, when, where, how much” 
of an expenditure would have to be avail- 
able with respect to large and unusual 
items. However, in the case of normal, 
routine expenditures, where other facts may 
be accepted as a guide to the reasonableness 
and business nature of the expenditure, 
something less in the nature of an account- 
ing to the employer would be perfectly 
acceptable. 


It appears that each employer organiza- 
tion should adopt a policy as to how much 
of the necessary accounting for employee 


expense it will assume and how much of 
the burden it will place on the employee. 
The setting forth and following of a policy 
for the employees as to what will be a 
satisfactory accounting will relieve them of 
a large part of the reporting problem for 
federal income tax purposes. 


Problem Areas— 
Legitimate Business Expense 
v. Personal Benefit and Enjoyment 


Completely aside from the initial report- 
ing of expenses on returns of employers and 
employees, it is reasonable to assume that 
taxpayers generally will be required to pay 
more attention than in the past to the basic 
deductibility of an expenditure. This is, of 
course, a different problem from that of 
proving the expenditure itself. Probably 
most tax practitioners have been confronted 
recently by revenue agents seeking to ob- 
tain details necessary to complete Treasury 
Department Form 2895 for submission with 
their report. The form requires the agent 
to inquire into some 18 categories of ex- 
penses regardless of where the deduction is 
claimed in a return. Unquestionably, the 
use of this form will mean that taxpayers 
will have to justify, more specifically than 
ever before, the deductibility of items 
claimed under Section 162(a) of the Code. 
This section states: “In general — There 
shall be allowed as a deduction all the ordi- 
nary and necessary expenses paid or in- 
curred during the taxable year in carrying 
on any trade or business wn 


The Supreme Court has said that “whether 
an expenditure is directly related to a busi- 
ness and whether it is ordinary and neces- 
sary are doubtless pure questions of fact.” ° 
Needless to say, one can expect, and does 
find, many court decisions involving the 
determination of whether an expenditure 
constituted an ordinary and necessary busi- 
ness expense. Taxpayers generally should 
be familar with the principles developed in 
these cases and the support that may be 
available for the allowability of expenses 
which revenue agents will be called upon to 
question more intensively. 


Travel and Entertainment 


It should be evident to anyone who has 
had to do much business entertaining that 
not all of it is enjoyable and that it even 
can become a disagreeable chore. While 
some types of entertainment are most 





* Rev. Rul. 58-543, 1958-2 CB 67. 
5 Rev. Rul. 60-282, I. R. B. 1960-35, 15. 
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°S. B. Heininger, 44-1 ustc § 9109, 320 U. S. 
467, 64S. Ct. 249 (1943). 
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pleasant, it does not seem reasonable to 
take the position that the host must not 
enjoy himself in order for the entertainment 
to be tax deductible. Likewise, it is not 
possible to measure or to tax the incidental 
personal enjoyment which may be a part 
of other business activities. However, the 
Sutter case* contains language that indicates 
that some portion of entertainment expense 
may be attributed to the individual as per- 
sonal expense. The court said that “the 
cost of meals, entertainment, and similar 
items . . . is ordinarily by its very nature 
personal expenses” and “presumptive non- 
deductibility of personal expenses may be 
overcome only by clear and detailed evi- 
dence . . . that the expenditure in question 
was different from or in excess of that which 
would have been made for the taxpayer’s 
personal purposes.” (Italics supplied.) 


In Sutter, while the court disallowed the 
cost-of some civic lunches (costs were no 
greater than would have been required for 
the taxpayer’s own personal purposes), the 
taxpayer was allowed to deduct 25 per cent 
of his cabin-cruiser expenses. 


The fine line of distinction as to ordinary 
and necessary trade or business expenses 
as compared with personal benefit and en- 
joyment is illustrated by several court cases 
in which the facts were all important. The 
Tax Court allowed a business deduction 
taken by a dairy for the full cost of a hunt- 
ing and photographic trip to African big- 
game country by a Mr. Brock and his 
wife® The dairy was closely held by Mr. 
Brock and his family; he and his wife were 
both officers of the dairy. The name of the 
dairy was prominent in all publicity ob- 
tained as a result of this safari. Films of 
the trip were shown throughout the area 
served by the company. Tickets were re- 
quired for admission to the film and they 
were distributed free to customers and po- 
tential customers by drivers on retail routes. 


Trophies of the hunt were displayed in a 
museum at the dairy and many thousands of 
people visited the museum, In allowing 
the expenses of the trip, the court said: 
“They admittedly enjoyed hunting, but en- 
joyment of one’s work does not make that 
work a mere personal hobby or the cost of 
a hunting trip income to the hunter.” The 
Commissioner acquiesced in the decision but 

‘Richard A. Sutter, CCH Dec. 19,966, 21 TC 
170 (1953). 

8’ Sanitary Farms Dairy, Inc., CCH Dec. 21,376, 
25 TC 463 (1955). 

® Rev. Rul. 56-583, 1956-2 CB 117. 

1 Doughboy Industries, Inc., 59-2 ustc { 9544 
(DC Wis.). 


976 December, 1960 @ 


warned that the holding would be strictly 
applied in the future.® 


In a recent case in Wisconsin, the jury 
allowed 95 per cent of the deductions 
claimed by the taxpayers.” These included 
travel and entertainment expenses, expense 
of a corporate officer in Milwaukee for the 
sole purpose of being close to his hospital- 
ized wife, depreciation on a swimming pool 
located on land adjacent to the personal 
residence of the corporate officer, expense 
of refurbishing the first floor of the officer’s 
home and use by the officer of the company 
Cadillac. As to the expense of refurbish- 
ing the officer’s home, the jury was in- 
structed to consider the size of the city in 
which the home was located and the prob- 
lem of entertaining the buyers and pro- 
spective customers. The judge stated: “It 
stands undisputed here that this home was 
used almost as a club and a dining hall for 
such entertainment purposes.” 


In still another case, the court stated that 
“the deduction of expenses incurred in en- 
tertaining at one’s home must be subject to 
special scrutiny.” Deductions for operat- 
ing a country home and developing it into 
a horticultural showplace have been dis- 
allowed.” While potential customers were 
entertained at the farm and while produce 
of the farm was given as gifts, the court 
held that the expenses of operating the farm 
were not ordinary and necessary expenses. 


Travel expenses involving family mem- 
bers are generally subject to special atten- 
tion by the Internal Revenue Service. In a 
case involving the famous singer, John 
Charles Thomas, travel expenses of Mrs. 
Thomas, who toured with her husband, 
were allowed.” Mrs. Thomas was trained 
as a singer; coached her husband; and as- 
sisted in perfecting pronunciation of for- 
eign languages, selecting costumes and 
programs, obtaining publicity, planning 
itineraries and acting as his secretary and 
typist. 

However, as a general rule, amounts ex- 
pended by a taxpayer for the purpose of 
having his wife accompany him on a busi- 
ness trip or to a business convention repre- 
sent nondeductible personal expenses unless 
it can be shown that the presence of the 
wife on such a trip has a bona fide business 
purpose, that is, is not merely for her pleasure 

uJ. D, O’Connor, CCH Dec. 20,446(M), 13 
TCM 623 (1954). 

2 Lowis Greenspon, CCH Dec. 20,629, 23 TC 
138 (1954). 


13 John Charles Thomas, CCH Dec. 10,622-A 
(1939). 
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Or vacation but is directly attributable to 
the husband’s business. It has been held 
that the rendering by the wife of some in- 
cidental service for her husband, such as 
typing of notes or similar service while 
accompanying him on such trips, does not 
establish that her presence is necessary to 
the conduct of his business.* At one time 
the Internal Revenue Service took the posi- 
tion that where the purpose of a trip was 
primarily personal, the entire expense in- 
volved would be treated as nondeductible 
personal or living expenses notwithstanding 
that the taxpayer engaged in some incidental 
activity related to his business.” However, 
a Tax Court case held otherwise” and now 
the regulations under Section 162” agree 
that, although a trip is primarily personal in 
nature, expenses incurred while at the des- 
tination which are properly allocable to 
business are deductible. 


Business v. Personal Facilities 


Related to the problems of entertainment 
in the home and travel which may contain 
elements of personal enjoyment is the main- 
tenance of facilities such as rooms, suites, 
lodges or resorts. When a taxpayer rents 
an apartment as a place to sleep on nights 
when he works late at the office, the ex- 
pense is personal.” This is because he chose, 
for personal reasons, not to live in the city. 
On the other hand, when a taxpayer has 
business in a city away from his home, a 
deduction may be allowed for the rent of 
an apartment which is occupied instead of 
his going to a hotel.” Partial use of an 
apartment as an office is another factor 
which would point to business rather than 
personal use.” Expenses of maintaining a 
boat and renting a deer camp were allowed 
in the McCall case. The amounts allowed 
by the court were not large, however, in- 
asmuch as the taxpayer could not support 
the deductions with records of the custom- 
ers entertained, the number of trips taken, 
the extent of personal use or the amounts 
spent. In an earlier case, because of the 


144 Rev. Rul. 55-57, 1955-1 CB 315. 

1% Rev. Rul. 56-168, 1956-1 CB 93. 

16 Ralph E. Duncan, CCH Dec. 22,999, 30 TC 
386 (1958). 

17 Reg. Sec. 1.162-2(b) (1). 

13 Wilbur H. Clayton, CCH Dec. 16,445(M), 
7 TCM 349 (1948). 

1% Wallace L. Chesshire, CCH Dec. 18,972(M), 
11 TCM 146 (1952). 

2%» Ray Harroun, CCH Dec. 14,688(M), 4 TCM 
780 (1945). 

18. P. McCall, CCH Dec. 20,325(M), 13 TCM 
446 (1954). 

2 William H. Limerick, CCH Dec. 17,696(M), 
9 TCM 465 (1950). 
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amount of personal enjoyment involved in a 
hunting trip, the court said that “the pic- 
ture presented not only fails to convince 
us that the expenditures were wholly re- 
lated to the petitioner’s business but, to 
the contrary, it convinces us that the 
amounts expended are very substantially 
outside the realm of business expense.” ” 


One of the most common business facil- 
ities, possibly involving an element of per- 
sonal use, is the company car. Expenses 
for the operation and maintenance of an 
automobile for business use are allowable 
as ordinary and necessary expenses.” This 
is true though there may be some personal 
use, so long as the personal use is not sig- 
nificant. Where the personal use becomes 
significant, the business can deduct only 
that portion of the expenses which relates 
to the business.* There are a number of 
cases involving boats™ and airplanes™ which 
present similar factual situations. In fact, 
the case of W. D. Gale, Inc." presented a 
situation where a corporation taxpayer 
failed to sustain its burden of proof that a 
boat racing program did publicize its busi- 
ness and directed public attention to the 
business in such a manner as to produce a 
benefit to the corporation. It was felt by 
the court that the publicity arising from 
the successful racing program publicized the 
individual taxpayer and his son instead of 
the corporation. 


Justifying Expense Deductions 


The foregoing cases serve to illustrate 
that identical types of expenditures can be 
bona fide business expenses in one instance 
and strictly personal expenses in another. 
It is apparent that the most difficult prob- 
lems arise where there is a mixture of both 
elements in the same expenditure. In each 
instance, the facts will govern and it be- 
hooves each taxpayer to support the posi- 
tion taken. The stakes may be high. In 
some cases disallowance of a business ex- 
pense to a corporation may result in a 
tax deficiency to that entity only. In other 


22 R,. Golden Donaldson, CCH Dec. 5631, 18 
BTA 230 (1929). Also see case cited at foot- 
note 10. 

*% Rodgers Dairy Company, CCH Dec. 17,453, 
14 TC 66 (1950): Joseph Morgenstern, CCH Dec. 
20,949(M), 14 TCM 282 (1955). 

% Cleveland-Sandusky Brewing Corporation, 
CCH Dec. 23,022, 30 TC 539 (1958); Thomas W. 
Briggs, CCH Dec. 21,675(M), 15 TCM 440 (1956) ; 
E. E. Dickinson, CCH Dec. 2912, 8 BTA 722 
(1927); Joseph B. Greenberg, 59-2 ustc { 9555 
(DC Calif.). See also Sutter, cited at footnote 7. 

26 Gibson Products Company, CCH Dec. 15,689, 
8 TC 654 (1947). See also Limerick, cited at 
footnote 22. 

77 CCH Dec. 24,350(M), 19 TCM 998 (1960). 
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cases, the expenses have been allowed as 
additional compensation to the business and 
taxed to the individual employee. Where 
the employee is a substantial stockholder 
in a corporation, the Internal Revenue 
Service may attempt to treat the disallowed 
expenses as a dividend, not deductible to the 
corporation, but taxed to the recipient. Here 
the penalty may be truly harsh in that the 
resulting tax deficiencies can easily exceed 
the total disallowed expenses. 


Despite the popular tendency of internal 
revenue agents to question the propriety of 
certain types of expenditures, taxpayers 
should not be stampeded into not taking 
such deductions if an unbiased observation 
supports the position that the expense in- 
curred is for business purposes. In such 
instances, the taxpayer should not hesitate 
to claim and defend business deductions to 
which he believes he is entitled. 


For example, where membership in a club 
is held for business purposes, the club dues 
should be deductible as a business expense. 
While expenses of personal use of a club 
should not be charged to the business, it is 
not realistic to place all of the emphasis on 
the amount of personal use of a club. Most 
club members could have lunch elsewhere 
just as easily and save the club for business 
entertaining. As a practical matter, regular 
personal use of a club, for which no charge 
is made to the business, may raise the in- 
dividual’s personal expenses and result in a 
business benefit at the same time. A busi- 
ness benefits from having its officers seen 
at the club and from the incidental contacts 
which are made there. There is some value 
to the business of the extra attention paid 
by doormen and waiters to regular patrons 
of the club, though the special service may 
have resulted from personal use and expense. 


It is difficult to weigh all of the reasons 
for success in business. Where price and 
quality of product are equal, some busi- 
nesses succeed where others fail. In a great 
many cases, success can be attributed to 
business and personal contacts, club mem- 
berships, professional affiliations and civic 
and charitable activities. Professional firms, 
not allowed to advertise, depend on these 
contacts to make themselves known. Suc- 
cessful businesses almost invariably benefits 
from the personal activities of their owners 
or employees. 


Not only is the business image improved 
by club memberships and civic activities, 
but also the inclusion of wives in business 
travel and entertainment often is necessary 


28 59-2 ustc { 9734 (DC Ala.). 
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and of value to the business. On many oc- 
casions, business executives are called on 
to entertain or to attend functions where 
wives normally are present. Many busi- 
ness meetings require the presence of wives 
in order to be completely effective. There 
is no reason why the employer should not 
bear this necessary cost by reimbursement 
or otherwise assuming the expenses of hav- 
ing wives attend. It should be unnecessary 
and, in fact, not in order to try to maintain 
the fiction that a wife renders secretarial 
or other services when attending a meeting 
with her husband, when her primary func- 
tion is to make it possible for the husband 
employee to perform his duties in the most 
effective manner. This was the rationale of 
the court in the recent case of J. C. and 
Martha Thomas.* The court held that the 
attendance of the taxpayer’s wife at an an- 
nual company convention served a bona fide 
business purpose. The employment prac- 
tices of the company indicated that great 
importance was placed upon the wives of 
its insurance agent employees. Positive 
efforts were made by the company to ob- 
tain the loyalty of the wives. The annual 
meeting provided information and knowl- 
edge of the company’s business, made the 
wives feel closer to the company, relieved 
them of possible feelings of resentment for 
taking their husbands. away from their 
families and generally assured a higher tone 
to the meeting. 


It is common for businesses to provide 
cars for the businéss use of executives. 
While charges should be made for substan- 
tial personal use, incidental use may be 
offset by expenses borne by the employee 
such as the garaging of the car at his home. 
Careful analysis may show that driving, 
supposedly personal, was of benefit to the 
business. An executive would be acting in 
the interests of the business if he drove a 
company car from his downtown Chicago 
office to his Winnetka, Illinois home when 
he must drive to Milwaukee the following 
morning. Business calls on the way to or 
from home also may reduce the personal 
element in the use of a company car. 


Business Expense Policies 


Each employer organization should adopt 
a clearly stated written policy relative to 
traveling and entertainment expense. This 
statement should discuss expenses which 
are reimbursable, nonreimbursable expenses, 
the nature and extent of entertainment 


which is expected, including entertain- 
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ment of other employees, travel and en- 
tertainment expenses of members of the 
employee’s family, charges for personal use 
of company cars or other facilities, expense 
advances and administrative procedure for 
reporting, approval and reimbursement, in- 
cluding evidence of payment which must be 
furnished. Corporations may find it desir- 
able to have resolutions defining the obli- 
gations of officers to travel or entertain and 
the nature of these expenses which will be 
assumed by the corporation. The Commis- 
sioner has stated: “Reimbursement for such 
expenses to the corporate officer or a reso- 
lution requiring the assumption of such ex- 
penses by him would tend to indicate that 
they are a necessary expense Cf his office.” ” 


Planning with respect to facilities covered 
by specific questions on the new tax forms 
must start with the basic question of own- 
ership. Facilities which are primarily used 
for business properly should be held in the 
business name. Facilities which have a 
large amount of personal use, however, 
might better be held in the name of the 
individual, with charges made to the busi- 
ness based on business use. Where a busi- 
ness maintains facilities such as a lodge, a 
hotel suite or a yacht, there should be a 
clear written determination by responsible 
management that such ownership or rental 
is a necessary and valuable aid in the busi- 
ness. Rules should be established as to the 
use of the facilities and a complete log or 
other record should be maintained as a 
support for the business purpose of the 
facility. The questions and answers relating 
to Technical Information Release 198 sug- 
gest the maintenance of a log not only to 
support the business use of facilities, but 
also to support deductions for club dues 
and expenses. The answers suggest that 
the record should also show the dates the 
facility is used for other than business pur- 
poses in order to facilitate the allocation 
between business and personal use. This 
position seems to be extreme where the 
cost to the business is not increased by 
incidental personal use. Where substantial 
personal use is involved, consideration 
should be given to a system of charges in 
order to reimburse the business for the 
personal use. The charges should be closely 
related to the cost of operating the par- 
ticular facility, but, because the facility 
exists for a business purpose, it would 
seem that the charges need not include any 
recovery for the capital invested in the 
facility. 

* Rev. Rul. 57-502, 1957-2 CB 118. 


% Rev. Rul. 59-410, 1959-2 CB 64. 
aT. I. R. 221. 
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Regulations relating to employees ex- 
penses suggest that a daily diary or record 
of expenditures is one method of substan- 
tiating expenses. Businesses commonly 
furnish such a diary to traveling personnel 
and maintenance of such a diary should be 
encouraged. The increasingly widespread 
usage of credit cards and other means of 
incurring expenses on a credit basis creates 
a major problem of expense accounting. 
The charging of expenses to an employer 
through the use of credit cards does not, 
of itself, constitute an accounting by the 
employee to his employer.” Statements 
submitted for charges made with a credit 
card ordinarily do not furnish a record that 
each charge was a proper business expense. 


An employer should make sure that credit 
cards are used only by employees author- 
ized to commit the employer, and that the use 
is solely for the business purposes of the 
employer. Because of the time interval 
between expense accounts submitted by 
employees and billings from travel and 
credit organizations, some companies have 
adopted the procedure of charging all pay- 
ments on charge accounts and credit cards 
to the employees’ advance accounts. The 
employees then are required to make an 
accounting so that the items can be cleared 
out of the advance account and either 
charged to the employees personally or to 
an appropriate expense account. 


It should be recognized that wherever an 
accounting for expenses is required, either 
by an employee to his employer or by a 
taxpayer on his tax return, reasonable 
estimates should be accepted for the minor 
routine items where more precise account- 
ing is impractical. In fact, the Commis- 
sioner in instructions to field offices™ has 
indicated approximations may be accepted 
under the so-called Cohan rule.” Before 
this rule of reason is applied, however, the 
existence of the expenses must be estab- 
lished and approximations would not be ap- 
propriate, of course, for large or unusual 
expenditures. 


It appears that most businesses would 
benefit from a survey of what their policies 
are with respect to expense account report- 
ing and how they are actually carried out. 
The survey should test the procedures 
under the Treasury Department’s new rules 
with the attitude of a “thorough but not 
unfriendly” internal revenue agent. In 
many instances in order to secure an ob- 
jective viewpoint, this type of review can 

82 George M. Cohan, 2 ustc { 489, 39 F. 2d 540 
(1930). 
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best be handled by the outside accountants 
of the business. Relations with stockhold- 
ers might also benefit from the results of 
such a review. 


The review would bring out (1) whether 
the company’s procedures are adequate to 
“constitute an accounting” so as to relieve 
the individual employee of the necessity of 
maintaining underlying data and (2) what 
information would be available for supply- 
ing the amount of the “expense account al- 
lowances” required by the 1960 federal 
income tax returns. The next step would 
be to inspect the actual reimbursements to 
ascertain whether any substantial amounts 
of personal expenses appear to be charged 
to the business. If it is found that there are 
such personal expenses—whether included 
in the expense account allowances or other- 
wise paid by the business—careful con- 
sideration should be given. to establishing 
an appropriate record to make sure there is 
a reasonable expectation that the amounts 
will be allowed as a deduction to the busi- 
ness as compensation. As a matter of em- 
ployee relations any areas of possible danger 
of the Treasury Department contending 
that additional income was realized should 
probably be discussed with the employees 
involved and steps taken to assist them in 
compiling and retaining data which would 
overcome the Treasury contention. 


Prospects for Future 


It is important that businesses make a 
sincere attempt to comply with the new re- 
porting requirements and maintain records 
which relate travel and entertainment ex- 


penses to a business purpose. In his letters 
of December, 1959, to various organizations 
asking for compliance with the proposed 
rules, Commissioner Dana Latham said: 


“The Internal Revenue Service has neither 
the authority nor the desire to tell business- 
men how they should spend their money. 
It does, however, have a responsibility to 
enforce the tax laws; and it intends to do so 
in this area, as in all others. If this cannot 
be done within existing laws, the Service 
will propose such changes in the laws as it 
thinks necessary to permit adequate and 
equitable enforcement. Under no circum- 


stances does the Internal Revenue Service 
intend to allow taxpayers, whether they be 
few or many in number, influential or un- 
known, petty chiselers or large scale evad- 
ers, to escape their just taxes.” 


The Public Debt and Tax Rate Extension 
Act of 1960, signed by President Eisen- 
hower on June 30, 1960, directs the Joint 
Committee on Internal Revenue Taxation 
to study “the operation and effects of pres- 
ent law, regulations, and practices relating 
to the deduction, as ordinary and necessary 
business expenses, of expenses for entertain- 
ment, gifts, dues or initiation fees in social, 
athletic, or sporting clubs or organizations 
and similar or related items.” It also 
directs the Secretary of the Treasury to 
report on the results of the enforcement 
program announced in Technical Informa- 
tion Release 221. These provisions were a 
compromise and eliminated Senate amend- 
ments which would have disallowed deduc- 
tions for entertainment expenses other than 
for food or beverages, gifts to any person 
exceeding ten dollars a year, and dues or 
initiation fees in social, athletic, or sporting 
clubs or organizations. Senator Joseph S. 
Clark, of Pennsylvania, sponsor of the Sen- 
ate amendments, said: “I am aware, of 
course, that the Administration thinks that 
the admitted abuses that exist in the ex- 
aggerated and improper claims for deduc- 
tions of luxury expense account items, 
especially in the field of entertainment, can be 
eliminated by administrative regulation re- 
quiring greater specificity of reporting. 
That has been the entire approach to this 
problem throughout the last seven and a 
half years. Those abuses continue, how- 
ever, and they will continue until Congress 
enacts legislation clearly indicating its in- 
tention that the Government should not 
bear part or all of the ultimate cost of the 
luxury expenditures of the expense account 
aristocracy.” ™ Businessmen generally feel 
that entertainment, gifts and dues have a 
definite relationship to business. Under the 
present circumstances all businessmen have 
an interest in any program which will elim- 
inate the abuses of a few which might jeop- 
ardize the legitimate deductions of many. 
The alternative might well be stringent 
legislative restrictions. [The End] 


HOW WOULD YOU ANSWER THIS ONE? Immediately after Halloween, 
the IRS received a letter from a taxpayer asking how he should treat amounts 
spent for ‘‘trick or treat’ gifts. He felt the amounts should be deductible as 
a ‘‘charitable contribution" or as a ‘casualty loss,"’ since the donation 

of ‘trick or treat’’ items prevented vandalism to his property. 


33 Congressional Record, June 24, 1960. 
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Federal Tax Legislation 
in the Eighty-sixth Congress 
and Current Issues in Tax Policy 


By DAVID A. LINDSAY 


The author is General Counsel 
of the Treasury Department. 


N the preliminary program I was assigned 

the topic “The Legislative Program of 
the Treasury.” The circulation of the pre- 
liminary program inspired requests for a 
repetition of exactly the same talk on the 
assumption that it would cover the Treas- 
ury program for the coming year. I am sure 
you will understand that I cannot outline 
the legislative program to be submitted to 
the Eighty-seventh Congress. We know 
that the President is required by statute to 
transmit the budget to the Congress during 
the first 15 days of each regular session. 
In this connection, Section 13 of Title 31 
of the United States Code provides that if 
there is an estimated deficiency in receipts 
required to meet expenditures, the Presi- 
dent shall make recommendations to Con- 
gress for new taxes, loans, or other appropriate 
action. If estimated receipts are greater 
than estimated expenditures, it is provided 
that the President shall make such rec- 
ommendations as, in his opinion, the public 
interests require. 

Beyond this, it may be in order to men- 
tion items that are bound to be given atten- 
tion in the next Congress, solely on the 
basis of what has transpired to date. I 
shall venture to touch upon some of the 
matters that will be given attention not by 
presuming to intrude on the budget mes- 
sage, but in light of Schiller’s observation: 
“In today, already walks tomorrow.” 


At the outset, it may be appropriate to 
look at the structure of our federal taxes 
and recent trends with respect to rates. 

About 80 per cent of federal revenue is 
derived from income taxes. Individual in- 
come tax receipts are about twice as large 
as corporate tax receipts. The midyear 
budget review, published this month, esti- 
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mates individual income tax receipts for 
this year of $43,700 million, and corporate 
income tax receipts of $21,500 million. 


The individual income tax, upon which 
we rely so heavily for revenues, is charac- 
terized by steep progression in the rate 
structure and extreme complexity. One of 
the major reasons for the complexity in the 
law is the pressure of the rate structure 
which induces enactments of refined and 
changing provisions purporting to grant a 
measure of relief, to remove an inequity, to 
close a loophole or to achieve the elusive 
goals of certainty and perfection. 


With all this, over 83 per cent of the 
individual income tax revenue, approxi- 
mately $37 billion, is derived from the first 
20 per cent bracket as applied to all tax- 
able incomes. By way of contrast, if the 
top tax rate were reduced from 91 per cent 
to 55 per cent, the estimated revenue loss 
would be approximately $566 million. Let’s 
put this figure in perspective. It is substan- 
tially equivalent to the revenue loss incurred 
in the repeal in 1958 of the transportation 
tax on property and on oil by pipeline, sub- 
stantially less than the proposed repeal of 
the entire transportation tax on property 
and persons which passed the Senate in 
1958 but survived conference only in part 
and substantially less than the three quar- 
ters of a billion dollars of combined excise 
tax reductions which have occurred since 
1954. 

I do not presume to place a judgment on 
the shape of tax reform by such revenue 
comparisons. The examples are mentioned 
for two less ambitious purposes. 


The first is to state the obvious—that the 
individual income tax revenues from the 
present rate structure are shaped like a 
pyramid. Whatever one’s social, political or 
economic orientation, he must, in order to 
find the mass of the revenue, look to the 
mass of the base. That is why proposals 
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to increase exemptions are costly. Notwith- 
standing increased government expenditures, 
over 40 bills were introduced in the Eighty- 
sixth Congress to increase per capita ex- 
emptions by $100 or more. Even more bills 
were introduced which would add a variety 
of selective exemptions to those now per- 
mitted. A $100 increase in exemptions would 
cost almost $3 billion in revenue. 


The second purpose is to remind our- 
selves that while the merits with respect to 
issues concerning a variety of different taxes 
seem isolated, we are always dealing with 
dollar equivalents. Unfortunately, there is 
a natural tendency by Congress and others 
to focus on the merits or demerits of a 
particular tax in isolation, encouraged by 
the intense interest of the particular group 
most directly concerned and the general 
disinterest or apathy of everyone else, In 
terms of required levels of revenue and 
priorities for tax relief, each item is neces- 
sarily related to the whole. 


If and when general relief in the tax bur- 
den is feasible, it probably will be a balanced 
revision and will not be concentrated in any 
single area. The last major revision oc- 
curred in 1954. The reduction in taxes in 
the order of $7.4 billion provided by the 
1954 tax revisions was not concentrated in 
any single area. The structural changes 
made by the 1954 Code accounted for $1.4 
billion; elimination of the excess profits tax, 
$2 billion; reduction in excise taxes, $1 bil- 
lion; and reductions in individual income tax 
rates, $3 billion. 


Tendency to Add 
‘Temporary Taxes"' 


Notwithstanding the heavy reliance for 
revenues on the income tax, the tendency 
since 1954 has been to rely on it even more. 
The federal excise tax system has been the 
target of persistent attack. Each year in 
Congress the tendency has been to eliminate 
or reduce an excise tax rate or add a new 
one to the so-called “temporary taxes.” 
Since 1954 the only significant rate reduc- 
tions have been in the excise tax field. 


The admissions tax, which yielded $313 
million in 1953 and $106 million in 1955 
(after the 1954 rate and exemption changes), 
is now yielding only $35 million as a result 
of subsequent changes. The repeal of the 
tax on transportation of property and of oil 
by pipeline in 1958 reduced revenues by 
about $500 million annually. The reduction 
in the cabaret tax, effective May 1, 1960, 
has cut its yield by about $20 million a 
year. Important relief for farmers resulted 
from the provision in 1956 for refund of tax 
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on gasoline used on the farm. In fiscal 1960 
these refunds totaled almost $80 million. 


In 1959 an effort was made to repeal the 
10 per cent transportation tax on persons 
and the 10 per cent general telephone tax. 
While these efforts were defeated, the tax 
on transportation of persons was added to 
the list of temporary taxes and scheduled 
for reduction to 5 per cent at the end of the 
next fiscal year; the telephone tax was 
scheduled to terminate after the next fiscal 
year unless extended by Congress. 


Thus, two more excise taxes have been 
added to the temporary corporate rate and 
temporary excise tax rates on distilled 
spirits, beer, wines, passenger automobiles, 
and automobile parts and accessories that 
were established by the Revenue Act of 
1951. The temporary rates originally were 
scheduled to terminate on March 31, 1954, 
but have been extended on a one-year basis 
from March 31, 1954, through 1956; in 1957, 
for 15 months; and again on a one-year 
basis each year thereafter. 


As you know, the rate extension bill this 
year once again postpones for one more 
year the scheduled reductions. Had this leg- 
islation not been enacted, the reduction of 
the corporate income tax (through a reduc- 
tion of the normal tax from 30 per cent to 
25 per cent) and various excise taxes would 
have resulted in a loss of revenue of over 
$4 billion a year, The corporate income tax 
would have accounted for $2.5 billion of this 
amount and the total excise taxes for a little 
over $1.5 billion. Almost $600 million of 
the possible excise tax reductions would 
have been attributable to the repeal of the 
general telephone tax and a reduction from 
10 per cent to 5 per cent of the tax on trans- 
portation of persons. 


Necessarily, all of these tax rates must 
come under review again by June 30, 1961. 
The scheduled reduction or repeal, as the 
case may be, will occur as a matter of 
course in the absence of affirmative action 
by Congress. 

Another temporary tax is scheduled to 
end on June 30, 1961. This is the one-cent- 
per-gallon increase in highway fuel taxes 
enacted in 1959 to help maintain the high- 
way trust fund on a self-supporting basis. In 
1959 the Administration requested an increase 
in the highway fuel taxes of 1% cents per 
gallon for the period July 1, 1959, through 
June 30, 1964. This request would have 
maintained the trust fund on a self-support- 
ing basis and would have assured availability 
of the entire federal-aid highway authoriza- 
tions for 1961 and 1962 to be made in 1959 
and 1960. 
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Congress enacted the temporary one-cent 
increase in the motor fuel taxes for the 
period October 1, 1959, through June 30, 
1961, and provided the revenues to permit 
authorizations for 1961 and 1962 by divert- 
ing from general fund revenues substantial 
parts of the taxes on passenger cars and 
parts and accessories for the fiscal years 
1962 to 1964. Under the Congressional ac- 
tion the 1961 authorization could not be 
made in full. 


The Commerce Department and its Bu- 
reau of Public Roads are scheduled to sub- 
mit new reports to Congress in January, 
1961, giving estimates of the cost of com- 
pleting the interstate highway system and 
recommendations on the allocation of cost 
to future highway users. Thus, it is appar- 
ent that the conduct and financing of the 
federal highway program will be a must 
item on the Congressional agenda next year. 
To the extent the fuel tax is not used for 
this purpose, the highway program must be 
slowed down, new revenues must be found 
or general budgetary receipts must be di- 
verted to the highway program. 


The coming debate on the financing of 
the highway program and the action that 
will be taken by Congress will indicate 
whether there is willingness to finance spe- 
cific programs from user taxes, such as the 
gasoline tax, or whether even more burden 
is to be placed on the income tax, or whether 
there should possibly be resort to deficit 
financing. Diversion of excise taxes which 
now go into the general fund, such as taxes 
on passenger cars and parts and accessories, 
is an indirect method for increasing our re- 
liance on the income tax to produce our 
budget receipts. 


The temporary rate extensions periodically 
force attention on certain particular taxes 
and tax rates, but not upon the over-all rate 
structure. Among those coming up for re- 
view by June 30, 1961, perhaps the most 
controversial are the transportation tax on 
persons, the telephone tax, and the one-cent 
increase in the fuel tax. These three items 
alone place into question, in terms of the 
proper distribution of the tax burden, over 
a billion dollars of revenue. 


Structure of Income Tax System 


Turning to the structure of our income 
tax system, the compendium of papers and 
panel discussions in connection with the 
Ways and Means Committee hearings on 
broadening the tax base, in the fall of 1959, 
included suggestions that substantial re- 
duction in rates without cost to the revenue 
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could be achieved by eliminating or reduc- 
ing provisions which erode the tax base. 


There appears to be wide agreement in 
theory among many divergent groups that 
lower rates and fewer exceptions and pref- 
erences would produce a sounder, more 
equitable and less complex tax system, Dis- 
agreement emerges, however, as each item 
or exception that might be eliminated is 
brought into sharp focus. There is also dis- 
agreement as to the practical possibilities of 
broadening the tax base sufficiently to per- 
mit significant reductions in individual and 
corporate income tax rates without sacrific- 
ing the revenues needed by government. 


A number of witnesses at the fall hear- 
ings last year urged that compression of the 
rate structure is the overriding must in 
terms of priority and action, arguing that 
loopholes and preferences would become of 
diminishing importance as rates are brought 
down. Altogether apart from the equities of 
the situation, it is apparent at this time that 
a compression in the rate structure can be 
achieved only at very substantial sacrifice 
of revenue notwithstanding the {fact that 
very little revenue is derived from the upper 
brackets. 


Assuming rate reform entails substantial 
loss of revenue, the question of fiscal policy 
arises as to whether it is prudent to permit 
the elimination of a surplus for debt retire- 
ment or even to chance a substantial deficit 
in a period of strong business activity. If 
we do not attempt to maintain the level of 
receipts necessary, over a period of years, 
to meet our expenditures, net deficits ac- 
cumulate and the national debt rises. Ex- 
perience since the end of World War II 
indicates that it is much easier to achieve 
a budget deficit in a recession than to achieve 
a surplus in a period of economic expansion. 
Lack of sufficient surpluses in prosperous 
years has resulted in an increase of $30 bil- 
lion in the public debt since the end of 1946. 


It is heartening to move, in a period of 
only 12 months, from a deficit of $12.4 bil- 
lion to a surplus of over $1 billion in fiscal 
1960. These efforts should be continted. 
To do otherwise is to impose the cruelest 
tax of all, inflation. This is not just a matter 
of the welfare of the country in terms of its 
domestic economy, Permitting net deficits 
for indefinite periods can only undermine 
the confidence of all the countries in the 
Free World for whom the dollar is now 
the reserve currency. When one considers the 
level of expenditures approved by Congress, 
the built-in expenditures in the federal bud- 
get from programs approved in the past 
over which the Administration has no con- 
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trol, the domestic and foreign commitments 
accepted by both major parties, and the 
level of our national debt, the prospects 
for a reduction in the over-all tax burden 
are not promising. 


One might speculate upon the possible or 
potential increase in revenue generated by 
rate reduction. No speculation is needed, 
however, to measure the unfairness of sub- 
stantial tax differentials between competing 
enterprises. 


Life Insurance Company 
Income Tax Act of 1959 


In an effort to make the tax laws more 
equitable and to strengthen the revenues, 
the Administration urged Congress in 1959 
to enact a new plan for taxing the income 
of life insurance companies, 


The Life Insurance Company Income Tax 
Act of 1959 brought to fruition several 
years’ efforts to obtain more permanent 
and equitable legislation in the life insur- 
ance area. Since 1921, life insurance com- 
panies, both stock and mutual, have been 
taxed only on a portion of their net invest- 
ment income. The various deductions for 
policyholder needs and the measure of the 
taxable margin of investment income have 
for years been computed with reference 
to an industry-wide average rather than on 
an individual company basis. The various 
tax formulas have completely ignored un- 
derwriting profits. The new legislation 
measures the taxable margin of investment 
income on an individual company basis and 
provides for the recognition of the previ- 
ously disregarded underwriting gains. 


The most difficult and time-consuming 
aspect of devising an appropriate tax plan 
was the necessity and effort of finding a 
method that did not give a competitive ad- 
vantage to mutual over stock companies, 
or the reverse. Recently, more than one 
committee in Congress has expressed con- 
cern about the disparity in tax treatment 
between stock and mutual fire and casualty 
insurance companies. A series of conferences 
has been held in the Treasury with repre- 
sentatives of such companies with a view 
to developing a proper solution to the 
problem. 


Stock fire and casualty insurance com- 
panies pay on the basis of the application 
of the regular corporate income tax rates 
to the combined net income from under- 
writing and from investments. Mutual fire 
and casualty companies, on the other hand, 
are generally subject to a tax on 1 per cent 
of their gross income (consisting of net 





premiums plus gross investment income) 
or, in the alternative—if the alternative tax 
result is higher—the regular corporate tax 
applicable only to the net investment income 
and the capital gains tax on the capital 
gains. Reciprocals and interinsurers are 
subject only to the tax on net investment 
income. Mutual fire insurance companies 
operating on the perpetual plan and mutual 
marine insurance companies are excluded 
from the mutual-company provisions and 
are taxed like stock companies. 

It is too early to state whether the cur- 
rent studies and discussions will soon re- 
sult in a proposed revision of the tax law 
in this area. I can say, however, that this 
is one of a number of examples of disparity 
in tax treatment that merit attention. It 
will be a recurring problem in the coming 
years until a proper solution is found. 


Taxation of Cooperatives 


The Treasury has not been successful 
in the past few years in achieving appro- 
priate legislation for the taxation of co- 
operatives. Here, again, the problem is 
primarily one of equity among competing 
enterprises rather than one of revenue. Co- 
operatives have grown in size with retained 
but nontaxed profits and compete with 
other business enterprises which bear heavy 
tax burdens. A cooperative may deduct 
all amounts allocated to patrons even though 
such amounts are retained in the business. 
The amounts so allocated to patrons have 
been held nontaxable to the patrons be- 
cause the paper certificate evidencing the 
allocation has no ascertainable fair market 
value to the patron when received. The 
Treasury submitted proposed legislation 
for cooperatives in 1958 and 1959. Other 
recommendations were discussed in the 
Ways and Means Committee hearings on 
broadening the tax base last fall. 


Problems raised by disparity of tax treat- 
ment between competing concerns are easier 
to identify than to solve. Some of the pro- 
posed solutions run counter to deep-seated 
convictions. Accordingly, it would be pre- 
sumptuous to predict that efforts to solve 
some of these problems will be accorded 
the highest priority in Congress. 


Business Expenses 


An examination of some legislation in 
the Eighty-sixth Congress gives a clue to 
matters that are definitely going to be con- 
sidered in the Ejighty-seventh Congress. 
Certainly, one is the matter of business 
deductions for entertainment expense. As 
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you know, the public debt limit and rate 
extension bill of 1960 passed the Senate 
with an amendment which would disallow 
deductions for entertainment expenses other 
than expenses paid or incurred for food or 
beverages; limit gift-expense deductions 
with respect to any donee to $10 per year; 
and prohibit deductions for club dues and 
initiation fees. 

This amendment was dropped by the 
House and Senate conferees. There was 
submitted a statutory requirement that the 
Joint Committee on Internal Revenue Taxa- 
tion make a thorough investigation of this 
subject and report to the House and to the 
Senate the results of its investigation as 
soon as practicable during the Eighty-seventh 
Congress, together with recommendations for 
changes in the law and administrative prac- 
tices. The conferees’ substitute amendment 
also directed the Secretary of the Treasury 
to report during the next Congress to the 
House and the Senate the results of the 
enforcement program of the Internal Reve- 
nue Service which was announced in April, 
1960. 


There are indications of abuses in some 
quarters where taxpayers deduct vacations 
and personal expenses as business expenses. 
Ideally, this is a problem that should be 
solved by administrative measures and im- 
proved taxpayer cooperation. Unless the 
problem can be handled in this way, it is 
possible that certain types of expendi- 
tures will be completely barred, even when 
they are undertaken for legitimate business 
reasons. 


Dividend and Interest Income 


Further consideration of proposed stat- 
utory withholding in connection. with divi- 
dend and interest income will undoubtedly 
be given intensive consideration. In this 
connection, presumably a close look will 
be given to the results of the Treasury’s 
nation-wide cooperative and voluntary pro- 
gram to improve and increase the reporting 
of dividends and interest by taxpayers. 


Thus far the major problem has been 
in the area of interest income and other 
nonwithheld items, not in dividend report- 
ing. However, major Congressional atten- 
tion has been given to withholding on 
dividends. The indications to date are that 
through the cooperative educational pro- 
gram, coupled with increased enforcement, 
the reporting of dividends and interest has 
been much impoved in returns covering the 
year 1959. We shall have more complete 
information, however, at the end of this 
year. 
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Withholding may seem to some to be the 
easy answer, but it raises a number of dif- 
ficult problems, particularly in connection 
with interest income. Legislation for the 
sake of legislation—legislation that ignores 
the major area of the gap by focusing only 
on dividends or by setting a ceiling under 
which amounts distributed would not be 
subject to withholding—would be costly 
not only to management, but also to the 
Internal Revenue Service, and would be 
ineffective for purposes of closing the gap. 


A third item that will be debated is the 
4 per cent dividend-received credit. This 
issue is older than the 1954 Code, which 
made provision for the present credit. It 
was not until 1936 that complete double 
taxation of corporate income was provided 
by our tax laws. In 1913, dividends were 
exempt from the individual normal tax, 
which was then 1 per cent. When the 
exemption for dividends from the normal 
tax was dropped in 1936, the normal tax 
had reached 4 per cent. Accordingly, the 
old exemption of dividends from the first 
four percentage points of tax was equiva- 
lent to the present 4 per cent dividend- 
received credit. 


The House version of the 1954 Code pro- 
vided for a 5 per cent dividend-received 
credit in the case of dividends received after 
July 31, 1954, and before August 1, 1955, 
and a 10 percent credit in any case of divi- 
dends received after July 31, 1955. The 
dividend-received credit was eliminated in 
its entirety on the Senate floor. The 4 per 
cent credit emerged from conference. In 
connection with the rate extension bills in 
1959 and 1960, the Senate again voted 
amendments to eliminate the credit. Each 
time the credit survived in conference. This 
history, standing alone, indicates the likeli- 
hood of another battle over the credit in 
1961. Efforts to defeat the dividend credit 
undoubtedly will be spurred by the citing, 
in the platform of one of the two major 
political parties, of the “special consideration 
for recipients of dividend income” as one 
of “the more conspicuous loopholes.” 


Items Pending at Close 
of Last Session 


Time does not permit discussion of all 
the legislation in the Eighty-sixth Congress 
that was under intensive consideration but 
failed of action in the rush toward adjourn- 
ment. Examples are the proposed revisions 
of Subchapters C, J and K of the Internal 
Revenue Code, dealing with corporations, 
trusts and partnerships. Proposed revisions 
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of Subchapters J and K had reached a 
fairly advanced stage in the legislative proc- 
ess. The proposed revisions in Subchapter 
C are still under consideration by the Ways 
and Means Committee. 

I shall not venture to guess whether 
H. R. 10, relating to retirement income for 
the self-employed, in the form it passed the 
House will be revived and debated on the 
merits or whether efforts will be made to 
achieve. more consistent rules for retirement 
and profit-sharing plans as between incorpo- 
rated and unincorporated enterprises. The 
Treasury and the Internal Revenue Service 
are in process of bringing up to date a 
statistical study of qualified pension and 
profit-sharing plans and also subjecting nu- 
merous plans to a study in depth. The 
purpose of these studies is to obtain up-to- 
date information concerning the character- 
istics and practical effects of such plans. 
It is anticipated that the results of the 
studies will be available for consideration 
by Congress next year. 

Other items that were pending at the 
close of the Eighty-sixth Congress and that 
will undoubtedly be given further consider- 
ation include the tax treatment of antitrust 
divestitures, the taxation of foreign-source 
income, laws relating to federal tax liens, 
and the deduction of so-called “lobbying 
expenses” to the extent that they other- 
wise qualify as ordinary and necessary busi- 
ness expenses. 


Depreciation 


It is likely that depreciation will receive 
attention in the next Congress. While the 
depreciation changes made since 1953 have, 
we believe, made a substantial contribution 
to the economy of the country, there have 
been many suggestions in the last two or 
three years for further revision and liberal- 
ization of depreciation allowances. It ‘is 
frequently pointed out that many of the 
highly industrialized nations of the world 
with which we compete have. depreciation 
allowances which are considerably more 
liberal than those of the United States. 

In most such nations, however, a so-called 
balancing charge is made on the sale of de- 
preciable property which recoups in ordi- 
nary income the amount of the depreciation 
taken. This makes depreciation merely a 
matter of timing. 


To facilitate sound administration of the 
depreciation provisions, the President’s budget 
message last January recommended legisla- 
tion which would treat income from the 
sale of depreciable property as ordinary 
income to the extent of the depreciation 
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deductions previously taken on the prop- 
erty. This proposal was designed to make 
it possible for revenue agents more readily 
to accept business judgments as to the use- 
ful life and salvage value of depreciable 
property. It would discourage attempts to 
claim excessive depreciation in order to 
create capital gains on disposal of overde- 
preciated property. Similar bills—H. R. 
10491 and H. R. 10492—were introduced to 
carry out this recommendation. However, 
this legislation was not enacted. 


Before depreciation rules can be substan- 
tially liberalized administratively, permitting 
more flexibility of choice on the part of the 
taxpayer, we believe that Section 1231 
should be amended as proposed in the 
President’s budget message. This would, 
among other things, permit taxpayers to 
select a zero salvage value and thus elimi- 
nate a problem that has been a headache 
both to the Internal Revenue Service and 
to taxpayers. 


By the same token, such an amendment 
to the Code should accompany any pro- 
posed liberalization relating to rates of 
depreciation for tax purposes. 


Depreciation practices, based as they are 
on the taxpayer’s own experience as to use- 
ful life, vary appreciably. Therefore, in 
the absence of a thorough knowledge of 
current practices, legislative changes deal- 
ing with statutory lives conceivably could 
do more harm than good, The Treasury in 
July initiated a survey to obtain information 
on current depreciation practices and opin- 
ions of business both large and small. This 
survey is being conducted in cooperation 
with the Small Business Administration to 
insure effective representation and coverage 
of small firms. The information received 
will be tabulated and available early next 
year and should be of value to Congress 
and the Treasury in appraising proposals 
for further changes in the depreciation laws. 


I do not pretend that the foregoing dis- 
cussion is comprehensive, but I know that 
the statute of limitations on my time this 
morning has run its course. In discussing 
the future in terms of the present and the 
past, one deals with numerous imponder- 
ables. Nevertheless, I believe most of the 
items I have mentioned will be given con- 
sideration by the lawmakers in the next 
Congress. I hope and trust that there will 
be overriding agreement that we must 
maintain the level of receipts necessary, over 
a period of years, to meet our expenditures. 
To do otherwise would be self-defeating. 
This means that responsible decisions must 
be made in assigning priorities to govern- 
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ment programs and government expendi- 
tures and in shaping the manner in which 
the revenues are to be provided, In the 
words of Secretary Anderson: “A nation 
as rich and productive as ours must, in 


times of prosperity, at least pay its way. 
We can afford to do all that is necessary, 
and much that is desirable, and pay for it. 
But we should not reach for everything, 
at the same time.” [The End] 


Tax Considerations in Divorce 
and Separation Agreements and Proceedings 


By WINFIELD T. DURBIN 


The author is a member of the 
Chicago law firm of Macleish, Spray, 
Price and Underwood. 


H theron SUBJECT of tax problems in 
connection with divorce may suggest 
primarily the question of the income tax 
treatment of periodic payments in the nature 
of alimony, While the subject is consider- 
ably broader, this topic will be considered first. 


The Internal Revenue Code section in- 
volved primarily is Section 71 read in con- 
junction with Section 215. Section 71(a) 
states three circumstances under which pe- 
riodic payments will be deductible by the 
husband and taxable to the wife. These are: 
(1) periodic payments made after a divorce 
or separate maintenance decree, (2) periodic 
payments made under a written separation 
agreement before or after divorce and (3) 
temporary support payments made under a 
temporary decree pending divorce. Subsec- 
tion (b) of Section 71 provides that pay- 
ments identified as being for the support of 
minor children do not qualify. Subsection 
(c) deals with installment payments of a 
principal sum, which are deductible only if 
the period of payment is more than ten years. 


Before the Revenue Act of 1942, alimony 
payments were not deductible by the hus- 
band nor taxable to the wife. The increased 
income tax rates introduced in the early 
1940’s necessitated a relief provision.’ Other- 
wise a man might not have enough left to 
live on after paying his wife and the gov- 
ernment. 

1See H. Rept. 2333, 77th Cong., 1st Sess., 


1942-2 CB 372, 409. Without a specific Code pro- 
vision, alimony payments would not be income 
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There should have been two important 
objectives of legislation in this area: First, 
all amounts taxable to the wife should be 
deductible by the husband so that arrange- 
ments made between the parties do not have 
the result of generating income under a re- 
lief provision. Second, the sort of periodic 
payments deductible by the husband and 
taxable to the wife should be clearly de- 
fined, since hardship results if the parties 
arrive at amounts on the mistaken assump- 
tion as to which party is going to pay the 
tax. Unfortunately, neither objective has 
been accomplished. 


Payments Taxable to Wife 
but Not Deductible 


The question of generating income or a 
wife’s being taxable on payments that are 
not deductible by the husband arises, for 
example, where the husband buys an an- 
nuity for the wife or has payments made 
to her from the principal of a trust. The 
two Code sections involved are Section 71(a), 
taxing the wife, and Section 215, allowing 
the husband a deduction, Section 71(a), in 
referring to trust payments, indicates that 
it is not limited to payments received di- 
rectly from the husband. Section 215 could 
be construed correspondingly, so that the 
husband may deduct payments not made 
directly by him. The regulations, however, 
appear to take the position that the husband 
is not entitled to a deduction where he does 
not make the payment even though the pay- 
ments are taxable to the wife. The Code 
should be amended to eliminate this result. 


to the wife, and obviously there would be no 


ground for deduction by the husband (Gould v. 
Gould, 1 uste { 13, 245 U. S. 151 (1917)). 
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There are, of course, ways of avoiding this 
problem. The annuity or trust could be 
merely security for the husband’s direct 
obligation, with payments made to the wife 
only if he defaults. 


Where payments are made to the wife 
after the husband’s death the law could not 
allow a deduction, since the husband is 
dead, However, the Code provisions taxing 
the wife should be made inoperative after 
the husband’s death. 


The problem of manufacturing income 
after the husband’s death can be avoided by 
having payments of trust income rather 
than principal made to the wife. The income 
will be taxable to her, but taxable only 
once, being deductible by the trust the same 
as any income distribution. Code Section 
682 covers this situation. In the case of 
insurance, the wife should elect the settle- 
ment option and should not receive an 
annuity as a part of the divorce settlement. 


There is no double taxation problem with 
trust income or other income payable to the 
wife even during the husband’s lifetime. The 
Code contains in Sections 71(d) and 682(a) 
satisfactory provisions relieving the husband 
of taxation on the income where he would 
otherwise be taxable, as where there is a 
retained power of revocation or the income 
discharges his legal obligation of support. 


The second question—whether the Code 
achieves certainty in the tax consequences 
of periodic payments—requires more exten- 
sive discussion. The answer, unfortunately, 
is that there is an amazing degree of uncer- 
tainty even for the tax field. 


Must Periodic Payments Be 
for Support? 


A question of increasing importance is 
whether there are any requirements as to 
the object or purpose of the periodic pay- 
ments in order for them to be taxable to 
the wife and deductible by the husband. 
Must the payments be for support rather 
than for property rights? 


This requires a consideration of what 
property rights may exist. In a state like 
Illinois and in the case of separation, a wife 
has the future right to renounce the will and 
take a part of the estate, and this can be 
released and paid for. However, in the case 
of divorce, she has no such property rights 
except that she keeps dower in real estate 


where she is the innocent party. Possibly 
she can be considered as having property 
rights involved with the marriage in her 
interest in household furnishings and joint 
tenancy property. At the other extreme, in 
a community property state such as Cali- 
fornia the wife has a half interest in every- 
thing acquired through the earnings of the 
husband during marriage, which is a prop- 
erty right connected with the marriage. In 
addition, in any state, where the husband 
wants the divorce, the wife’s consent is a 
sub rosa consideration; payments to the wife 
on this account may be referred to as “pay- 
ments for property rights.” 


Where the husband is paying something 
over and above support as an inducement 
for the divorce, attorneys have been con- 
cerned that a pure divorce agreement con- 
ditioned on divorce might make the divorce 
vulnerable to an attack on grounds of col- 
lusion.” Hence the device used would be 
a separation agreement, worded as though 
there might not be a divorce, which would 
emphasize payments for the wife’s property 
rights or rights of inheritance. Emphasis 
on property rights rather than support rights 
was also occasioned by law to the effect that 
the wife’s rights to support during marriage 
cannot be released. The agreement would 
state that if there should, by some chance, 
happen to be a divorce, the agreement should 
survive the divorce decree and stand in lieu 
of alimony or other payments. Apparently, 
the deductibility of periodic payments under 
such agreements: was rarely attacked by the 
Internal Revenue Service on the ground that 
the payments were for property rights rather 
than for support. Possibly this was because 
the element of consideration paid to obtain 
the divorce was politely overlooked. Pos- 
sibly it was on the theory that the divorce 
converted the payments into payments for 
support. 


In addition to these cases, the question 
whether periodic payments must be for sup- 
port also arises where the payments are 
for release of dower or interests in joint 
tenancy property. 


The Code itself does not expressly dis- 
criminate against periodic payments for 
property rights or require that the payments 
be for support. Both Section 71(a), involv- 
ing decrees, and 71(b), involving separation 
agreements, use the language “because of 
the marital or family relationship.” Refer- 
ence to support is conspicuously absent. The 





2 See Shankiand v. Shankland, 301 Ill. 524, 134 
N. E. 67 (1922). 

3 Laleman v. Crombez, 6 Ill. 2d 194, 127 N. E. 
2d 489 (1955); Van Koten v. Van Koten, 323 
Ill. 323, 154 N. E. 145 (1926); Williston, Con- 


tracts (Rev. Ed., 1937), Sec. 174. A separation 
agreement can probably, however, provide for 
support payments as minimum amounts, with- 
out a release by the wife. 
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language would seem broad enough to in- 
clude payments for rights of inheritance in 
the case of separation and for any property 
rights relating to the marriage in the case 
of divorce, which could include dower in 
real estate and probably community prop- 
erty, although it should not cover payments 
for property interests not inherent in the 
marriage. 


However, the Commissioner disagrees, 
officially at least. The regulations add to 
the statutory language the additional words 
“in recognition of the general obligation to 
support,” thus apparently imposing a sup- 
port requirement across the board. The 
regulations contained this language even 
under the 1939 Code. It is justified by the 
committee reports accompanying the 1942 
Act,* although there is only slight evidence 
in the cases * or in the administrative prac- 
tice of the Service over the years that the 
Commissioner has insisted on the support 
requirement, The present regulations also, 
perhaps a little inconsistently, contain ex- 
amples in which payments that are at least 
ambiguous are stated to be deductible and 
taxable to the wife. On the other hand, as 
will be noted later, there are specific in- 
stances involving installment payments of a 
principal sum subject to contingencies where 
the regulations expressly insist that the pay- 
ments be for support. 


The problem is most serious in commun- 
ity property states. The husband may have 
built up a business in which the wife has 
a community property half-interest. Prob- 
ably the safe course for tax purposes is to 
have payments for her half-interest take the 
form of a principal-sum payment that is not 
intended to be deductible. 


In a state such as Illinois the problem 
arises in the case of a separation involving 
settlement of rights of inheritance, in a case 
involving release of dower and joint tenancy, 
or in a case where the husband is required 
to pay a substantial amount over and above 
support in order to obtain a divorce. The 
safe course to avoid dispute is to segregate 
the amounts for property rights and handle 
them by nondeductible lump-sum payments. 
If the effort to make everything deductible 
must be made, perhaps the best course for 
tax purposes would be to depart from the 
conventional form of separation agreement 
and provide that the husband shall make 
the periodic payments for support, including 


* 1942-2 CB 427, 428, 568. 

5 Soltermann v. Commissioner, 59-2 ustc { 9770, 
272 F. 2d 387 (CA-9); Smith Estate v. Commis- 
sioner, 53-2 ustc { 9616, 208 F. 2d 349 (CA-3): 
Landa v. Commissioner, 54-1 ustc J 9169, 211 F. 
2d 46 (CA of D. C.); Julia Nathan, CCH Dec. 
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in the agreement a release by the wife of 
property rights but no release of the right 
to support. It would usually be difficult for 
the Service to prove that the amounts were 
intended to go beyond support. It may not 
do serious harm to state that the payments 
are for both property rights and support, 
but this may be inviting trouble. 


In the case of payments made before 
divorce but under a temporary decree pur- 
suant to Section 71(a)(3), the Code defi- 
nitely requires that the payments be for 
support in order to be deductible. Such a 
decree should not be used as a substitute 
for a separation agreement involving prop- 
erty rights. There would be no possible 
argument that amounts for property rignts 
qualify. 


The fact that there may be a support 
requirement does not necessarily mean that 
periodic payments may not be taxable to 
the wife after her remarriage or after the 
husband’s death. It is recognized that the 
wife can bargain for smaller payments to 
last beyond the ordinary period for legal 
alimony’ 


Combined Alimony and 
Child Support 


The next question is the major one of 
when periodic payments for the support of 
the minor children may be deductible like 
alimony payments. The Code provision in- 
volved is Section 71(b), which by its terms 
prohibits the deduction of amounts fixed 
for child support but with the implication 
that periodic payments for the combined 
support of the wife and children are de- 
ductible. It appears to say that if an amount 
is fixed or identified as being for child sup- 
port it is not deductible even though it is 
to be paid along with alimony. 


While it is ordinarily acceptable to the 
parties to have combined amounts for ali- 
mony and child support in the first instance 
without specifying how much is alimony and 
how much is child support, the payments 
should normally be reduced on the impor- 
tant future contingencies of (1) the remar- 
riage of the wife, when alimony would 
ordinarily terminate, and (2) the death or 
majority of the children, when child support 
would decrease or be eliminated. Of course, 
there is no problem if the parties are willing 
to leave the future reduction of the com- 


19,469, 19 TC 865 (1953); Frank J. DuBane, 
CCH Dec. 16,411, 10 TC 992 (1948). 

® Hollander v. Commissioner, 57-2 ustc { 9985, 
248 F. 2d 523 (CA-9); I. T. 4108, 1952-2 CB 113; 
E. T. 19, 1946-2 CB 166. 
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bined payments to be determined by future 
agreement or court action. However, it may 
be important for the husband to be able to 
fix the amount to be paid for the support 
of the wife after the children are out of the 
picture; to a lesser extent it may be im- 
portant to fix the amount for the children 
if the wife remarries, The question is whether 
such provisions fix the amount for child 
support initially. 


At about the time the 1954 Code was en- 
acted and for a while thereafter, it appeared 
that if the agreement specified the amounts 
to be paid on these future contingencies, 
then the amount identified as initially for 
the children would not be deductible. A 
somewhat modified version of this view still 
persists in the United States Court of Ap- 
peals for the First Circuit and in the Tax 
Court.’ 


It is arguable against this that the Code 
intends to give the parties an option and 
to permit the parties to determine either to 
merge child support payments with alimony 
and make them deductible or to state the 
child support payments separately and have 
them nondeductible; and that where the par- 
ties use combined amounts in the first in- 
stance, it needlessly defeats their intention 
to treat the amounts as separated because 
of provisions dealing with future contingen- 
cies. If they had wanted to separate them, 
they could have. This thinking has appeared 
in the Sixth and Second Circuits.* On this 
view no amount for children is specified 
whether the amounts are to be reduced on 
remarriage of the wife or majority of the 
children, or both. 


While the Revenue Service does not go 
along with this liberal view, it did con- 
cede in a 1959 ruling that a reduction on 
remarriage alone does not justify an alloca- 
tion.’ The husband’s ability to pay is increased. 


The uncertainty in the law is an obstacle 
to settlements that are intended to carry 
through free of court revision or control. 
Reliance on the 1959 ruling would permit 
specifying future child support when the 
wife remarries. However, the agreement 
cannot safely specify reduced payments 


t Risinger v. Commissioner, 58-1 ustc { 9132, 
250 F. 2d 303 (CA-9); Metcalf v. Commissioner, 
59-2 ustc { 9737, 271 F. 2d 288 (CA-1); Russell 
v. Boettinger, CCH Dec. 23,260, 31 TC 477; Jerry 
Lester, CCH Dec. 23,746, 32 TC 1156; T’ruman 
W. Morsman, CCH Dec. 22,070, 27 TC 520; Saxe 
P. Gantz, CCH Dec. 20,794, 23 TC 576. 

8 Weil v. Commissioner, 57-1 ustc { 9346, 240 
F. 2d 584 (CA-2), rev’'g CCH Dec. 20,808, 23 TC 
630; Deitsch v. Commissioner, 57-2 ustc { 10,047, 
249 F. 2d 534 (CA-6), rev’g CCH Dec. 21,825, 
26 TC 751; Lester v. Commissioner, 60-2 ustc 
7 9501, 279 F. 2d 354 (CA-2), rev’g CCH Dec. 
23,746, 32 TC 1156. 
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when the children become of age. It is 
necessary to provide that when this happens 
the agreement shall terminate and a com- 
bined amount for alimony and child support 
shall then be determined either by the court 
or by agreement of the parties. This would not, 
of course, result in a retroactive allocation.” 


However, in Illinois and some other states 
it is impossible to solve the tax problem in 
this manner (by leaving future alimony 
when the children become of age undeter- 
mined) and at the same time have the 
amount of the initial payments for com- 
bined alimony and child support entirely 
free from court control. Under local law if 
the initial agreement leaves no power in 
the divorce court to modify it, and to this 
end the wife has waived her right to have 
the court fix alimony, the divorce court, in 
the future when a child becomes of age, 
cannot determine alimony and, hence, can- 
not determine combined alimony and child 
support." Therefore the wife would be on 
doubtful ground in leaving the future amount 
undetermined, although she might be able 
to get into some court to enforce a contract 
to pay her reasonable support. The parties 
may be forced to permit the divorce court 
to have at least a theoretical initial power 
over alimony in order to permit the court 
to modify the agreement on a future change 
in circumstances. 


The problem of the payments’ increasing 
as the children become older, however, pre- 
sents no practical difficulty if the parties 
can in the futuré agree on an additional 
amount. They can simply raise the com- 
bined amount without identifying the in- 
crease as being for child support. However, 
if the court had no jurisdiction over alimony, 
the Service could theoretically argue that 
the amount has to be child support. 


Payment 
of Life Insurance Premiums 


It is frequently desirable for life insurance 


to be used in a divorce settlement. The 
wife may require the assurance of continued 
support payments notwithstanding the hus- 


® Rev. Rul. 59-93, 1959-1 CB 22. See William 
F. Ashe, 33 TC 331. 

1 Rev, Rul. 58-52, 1958-1 CB 29. 

™ Sec. 18 of the Illinois Divorce Act, as 
amended in 1949, provides that no order for the 
payment of alimony or support subsequent to 
the decree ‘‘may be made in any case in which 
the decree recites that there has been an express 
waiver of alimony or a money or property set- 
tlement in lieu of alimony or where the court 
by its decree has denied alimony.’’ - (Illinois 
Revised Statutes, Ch. 40, Sec. 19.) 
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band’s premature death, and the husband 
may not have an estate with which to pro- 
vide such payments, Where the husband 
has a substantial salary, it may be desirable 
to have premium payments deductible by 
the husband and taxable to the wife. 


A deduction by the husband attributable 
to insurance premiums presents obvious 
difficulties in view of the fact that the 
Code does not, of course, mention payment 
of insurance premiums and implies that 
deductible payment must be made to the 
wife. 


An obvious solution is to have the wife 
own the insurance and leave the insurance 
out of the divorce settlement, adding an 
amount to the alimony payments to cover 
premiums. However, this would leave the 
wife free to cash the policies." Furthermore, 
the wife might remarry or die before the 
husband; and he may not want to give up 
the possibility of having the insurance come 
back to him or go for the benefit of the 
children. 


What is really desired, aside from tax 
considerations, is to make her not owner 
but beneficiary if she does not remarry 
and survives the insured, the secondary 
beneficiaries to be the husband or his chil- 
dren. However, this presents a serious 
dilemma as to premium payments. If they 
are not mentioned in the agreement, the 
wife may turn her back on the insurance 
and pocket the premium money. On the 
other hand, if the husband pays or the wife 
agrees to pay, then the cases quite con- 
sistently hold that the husband cannot de- 
duct the premium payments because the 
wife does not own the insurance.” 


A possible escape that has not been liti- 
gated would be for the wife to own the 


policy but agree to assign or will it to the. 


children on remarriage or death. However, 
in this case her ownership may be ques- 
tioned. 


The test set up in the cases is that the 
wife must have full and complete ownership 
of the insurance so that the payment of 
premiums is practically the equivalent of an 
alimony payment to her. There might even 
be some doubt as to payment of premiums 
on term insurance where the wife is 
absolute owner, because of the inherently quali- 
fied nature of the ownership of term insur- 
ance. The courts and the Commissioner 
refuse to break insurance up into its com- 
ponents or to separate the interests under 
the policy. 

12 Seligmann v. Commissioner, 53-2 ustc { 9580, 


207 F. 2d 489 (CA-7); Smith Estate v. Commis- 
sioner, cited at footnote 5; James P. Bradley, 
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Cost Basis of Insurance 


The arrangement made as to ownership 
of the policy and premium payments may 
determine whether the wife has a cost basis 
for the insurance in case she is claimed to 
receive taxable income from the insurance 
proceeds after the husband’s death. If the 
wife does not own the policy but is merely 
irrevocable beneficiary with an annuity op- 
tion also fixed irrevocably, then the annuity 
may be taxable alimony to her, as previ- 
ously noted. But if she paid the premiums 
she should have a cost basis., There is the 
further question whether she ‘could have a 
cost basis where the husband paid the 
premiums because the payments were in 
consideration of her release of support 
rights. 


This subject is complicated by the ques- 
tion whether the wife may be taxable even 
on a lump-sum payment of insurance pro- 
ceeds, after deducting cost basis, as having 
been a purchaser for value of assigned 
insurance under Code Section 101(a)(2), 
providing an exception to the exemption of 
life insurance proceeds from income tax. 
Cost basis would be the value of the policy 
at the time of the divorce plus subsequent 
premium payments. Section 101(a)(2) may 
even apply where the wife is not made 
absolute owner but is made _ irrevocable 
beneficiary, since the Code refers to a trans- 
fer of a life insurance contract “or any 
interest therein.” 


This problem can be avoided by taking 
out new insurance provided the husband 
is not obligated to pay the premiums but 
simply includes an additional amount in 
the alimony payments. Otherwise it might 
still be argued that the wife is a purchaser 
because she obtains the premium payments 
by giving up her marital rights. 


This entire purchaser-for-value problem 
should be eliminated by Code amendment 
making it inapplicable between husband 
and wife or husband and ex-wife. 


Installment Payments 
of Principal Sum 


In considering the next topic, which is 
the treatment of installment payments of a 
principal sum, it must be borne in mind that 
there never has been any requirement in 
the law that the husband make the periodic 
payments out of his income rather than 
from principal. Also, there is nothing in 


CCH Dec. 23,050, 30 TC 701 (1958); Rev. Rul. 
57-125, 1957-1 CB 27. 
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the law about the size of the annual pay- 
ments with respect to the husband’s income. 


It is, however, the intention that the 
payments be periodic payments more or 
less in the nature of alimony or of com- 
bined alimony and child support rather 
than a few installment payments of a lump 
sum. There seems to be justification for a 
distinction based on amount and the period 
of time involved. Suppose the husband is 
to pay $50,000 in the first year, $50,000 in 
the second year, and nothing thereafter. 
Intuition tells us that these payments should 
not be taxable to the wife. They do not 
have enough resemblance to income. 


The language chosen in the 1942 Act and 
continued in Section 71(c) of the 1954 Code 
is: “. . . installment payments discharging 
a part of an obligation the principal sum 
of which is specified.” There is the addi- 
tional provision that principal payments 
are, nevertheless, deductible if they extend 
over a period of more than ten years, pro- 
vided that the amount deductible in any 
one year cannot exceed 10 per cent of the 
aggregate principal sum. 


In other words, if the payments are fixed 
in amount and are for ten years or less, 
they are regarded as principal payments or 
installment payments of a principal sum. 
If the period is longer than ten years, then 
the payments are regarded as the same as 
indefinite periodic payments and the fact 
that there is a principal sum is disregarded. 
However, in order to prevent the device of 
having nominal annual payments for a 
period longer than ten years combined with 
large payments for less than ten years, it 
is provided that the amount deductible 
in any one year shall not exceed 10 per 
cent of the aggregate principal sum. 


For purposes of these rules, the courts 
have agreed with the Commissioner that, 
for example, $10,000 a year for nine years 
involves a “specified” principal sum of 
$90,000, whether the $90,000 is mentioned 
or not. The Ninth Circuit in 1954, in the 
Myers case, attempted—apparently unsuc- 
cessfully—to establish a contrary view that 
would permit the parties to control the 
tax consequences by stating or not stating 
the aggregate amount.” 


A major source of litigation in this field 
has been installment payments for less 
than ten years where the payments are to 


13 Myers v. Commissioner, 54-1 ustc § 9401, 212 
F. 2d 448 (CA-9). See also John A. Isfalt, CCH 
Dec. 21,082, 24 TC 497 (1955); James M, Fidler, 
CCH Dec. 19,906, 20 TC 1081 (1953). 

4 Baker v. Commissioner, 53-1 ustc § 9437, 205 
F. 2d 369 (CA-2), rev’g in part CCH Dec. 18,869, 


terminate on death or remarriage. The 
Commissioner, following the policy of limit- 
ing the relief legislation introduced in 1942, 
chose to disregard the contingencies and 
was for many years successful in the Tax 
Court. Actually, this would seem to make 
some sense. Why should payments for 
less than ten years be improved by a condi- 
tion that shortens the period or reduces the 
amount? Beginning in 1953, court of ap- 
peals decisions began to come down con- 
trary to the Tax Court and the Commissioner 
on the theory that no definite amount was 
involved.“ It is now fairly well established 
that a death or remarriage clause or other 
contingency eliminates the lump-sum aspect 
and makes the payments indefinite, like 
alimony, even though for less than ten 
years. The Commissioner has capitulated 
in the current regulations, subject, how- 
ever, to the stipulation that the payments 
must be for support. 


Where the period is longer than ten 
years, so that the payments are treated 
as periodic even though a principal sum 
is specified, a death or remarriage clause 
does not prevent the ten-year requirement 
from being satisfied, even where the wife 
in fact remarries. Section 71(c) says “may 
be paid.” Hindsight is not applied. More- 
over, the regulations recognize that the 
contingency eliminates the 10 per cent limi- 
tation. 


The result under the regulations may be 
summarized as follows, ignoring the ques- 
tion as to the support requirement: Pay- 
ments may be classified as (1) periodic and 
entirely deductible, (2) periodic and de- 
ductible subject to the 10 per cent limitation 
or (3) entirely nondeductible. Type (1) 
is encountered where no time limit or 
amount at all is specified or where the 
payments may terminate on death, remar- 
riage, or other contingency. Type (2) is 
encountered where the payments are not 
subject to contingencies if they are to con- 
tinue for more than ten years. Type (3) 
is encountered only where payments are 
for less than ten years and not subject to 
being reduced by contingencies. 


Since payments are usually subject to 
some contingency, it is sometimes a prob- 
lem to avoid making payments deductible. 


Suppose that the agreement provides for 
payment of $10,000 a year for 11 years 
but that if the wife remarries she shall 


17 TC 1610 (1952); Davidson v. Commissioner, 
55-1 ustc § 9213, 219 F. 2d 147 (CA-9); Prewett 
v. Commissioner, 55-1 ustc { 9349, 221 F. 2d 250: 
(CA-8), rev’g CCH Dec. 20,327, 22 TC 270 (1954); 
Smith Estate v. Commissioner, cited at foot- 
note 5. 
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still receive payments for a minimum of 
seven years. She remarries at the end of two 
years. Are the payments for the next five 
years deductible? This is not exactly a 
question of hindsight. For the years in 
question it has become certain prospec- 
tively that the payments will last only for 
the seven years. A wife’s remarriage does 
not of itself prevent her from being taxable 
on periodic payments, but it might influence 
the decision on the question whether there 
is a period of ten years involved. 


In many cases it is desirable to have a 
lump sum payable within a year or two 
after divorce in addition to the recurrent 
periodic payments. Thus, $50,000 may be 
payable the first year and $10,000 each year 
thereafter. It is important to be able to 
predict the tax treatment of the extra 


$40,000. 


Where the recurrent amount is specified 
and to be paid unconditionally for more 
than ten years so that the 10 per cent limi- 
tation is applicable to exclude most of the 
extra initial payment, the Service may be 
content to treat the extra initial payment 
as part of the system of periodic payments. 
The regulations contain an illustration con- 
ceding this in a less drastic case where 
$20,000 is payable for five years and then 
$5,000 thereafter. 


Where the 10 per cent limit does not 
operate, there is doubt as to whether large 
excess amounts in the first few years will 
be treated as part of the periodic payments.” 
This applies to both indefinite payments 
and contingent payments for a_ specified 
period. 


Where the husband has a very large in- 
come, it is important to find a safe means 
of providing for such extra payments as 
will have the certain consequence of making 
the payments deductible. Aside from the 
fact that the wife may demand such extra 
amounts as a condition to her consent to 
the divorce, there may be other reasons 
for giving her a substantial amount imme- 
diately. She may need to purchase a home. 
If she has funds with which to pay her 
own attorney’s fees, she may obtain an 
income tax deduction which no one could 
otherwise obtain. 


It may be that the solution is to have 


an extra payment that is uncertain in 


% Baer v. Commissioner, 52-1 ustc { 9310, 196 
F. 2d 646 (CA-8), mod’g CCH Dec. 18,383, 16 
TC 1418 (1951): Norton v. Commissioner, 52-1 
uste { 9111, 192 F. 2d 960. (CA-8), aff’'g CCH Dec. 
18,326, 16 TC 1216 (1951); Jean Cattier, CCH 
Dec. 18,834, 17 TC 1461 (1952). The periodic 
amount may be held to be contained in the 
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amount because it is tied to the husband’s 
income. A crude example is a lump-sum 
payment equal to one half of the husband’s 
income in the year of divorce and in the 
subsequent year. Because the income is 
contingent, there is no sum “specified.” It 
has been so held in a few court decisions, 
with none the other way.” 


The husband may wish to specify a 
maximum. If the maximum is well above 
the specified fraction of income, it should 
be disregarded. However, there is obvious 
difficulty if the maximum is set so low that 
it is almost certain to operate and the 
fraction-of-income feature is essentially a 
sham. 


On the other hand, the ‘wife may want 
a minimum amount specified. This is even 
less desirable because the minimum amount 
can be viewed as a specified lump sum and 
only the extra amount paid over the mini- 
mum may be treated as an indefinite payment 
and deductible. 


Method of Providing for Periodic 
Payments Before and After Divorce 


Under the 1939 Code there was a re- 
quirement applicable in all cases that in 
order to be deductible and taxable to the 
wife, payments be “incident to divorce.” 
There was no alternative to this require- 
ment. It prevented voluntary payments or 
increases made after divorce from qualify- 
ing. It also prevented temporary payments 
before divorce from qualifying. Beyond this, 
however, it created a problem in using the 
separation agreement technique in divorce 
settlements, although the situation has been 
somewhat clarified by a 1958 revenue ruling. 


The separation agreement approach has 
been mentioned. Such an agreement could 
be made clearly incident to divorce by 
having the court approve or adopt it in a 
divorce decree. However, in some instances 
where it is desired that the court should 
have no possible future power to modify 
the agreement, the decree would not men- 
tion it but simply say that the parties have 
settled. This formerly involved the question 
whether the agreement would be “incident 
to divorce.” 


The incident-to-divorce requirement is still 
contained in Section 71(a)(1) involving de- 


larger amount and deductible (F. Ewing Glas- 
gow, CCH Dec. 19,986, 21 TC 211 (1953)). But 
see Smith Estate v. Commissioner, cited at foot- 
note 5. 

1% Roland Keith Young, CCH Dec. 16,363, 10 
TC 724 (1948): John H, Lee, CCH Dec. 16,386, 
10 TC 834 (1948). 
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crees, but there is now an alternative provision 
in Section 71(a)(2) applicable to separa- 
tion agreements executed after the 1954 
Code, which does not contain any incident- 
to-divorce requirement. Thus there is now 
no problem in the case last supposed. While 
Section 71(a)(2) makes payments by the 
husband before divorce deductible—and this 
was an important purpose—it is reasonably 
clear that it is also to apply to payments 
under a separation agreement after a di- 
vorce decree. While this was not stated 
in the committee reports and might seem 
questionable from the reference in the stat- 
ute to joint returns, it is recognized in the 
regulations. Accordingly, the incident-to- 
divorce requirement is much less significant 
than formerly. 


Future increases in support payments 
after divorce must meet the requirements 
of Section 7l(a). Clearly they must not 
be voluntary. Where the divorce court has 
retained jurisdiction there is no problem, 
and the incident-to-divorce requirement under 
Section 71(a)(1) is probably met. If there 
was an initial separation agreement qualify- 
ing under Section 71(a)(2) and permitting 
future increases, such increases should qualify 
as incident to the original separation agree- 
ment, assuming some court has jurisdiction 
to enforce the agreement and compel the 
increased payment. 


The fact that a simple written agreement 
pending divorce will suffice to make interim 
payments deductible by the husband and 
taxable to the wife requires vigilance by 
the attorney. Sometimes the parties are 
separated and have a working arrangement 
as to monthly payments between them 
when they consult the lawyer, The pres- 
ence or absence of something in writing, 
perhaps even a letter, may make all the 
difference. Of course, if the parties are 
still married on December 31 and file a joint 
return, the new Code provisions as to 
interim payments are not operative. 


Combined alimony and child-support pay- 
ments made before divorce may not be 
deductible if made under a temporary de- 
cree as distinguished from a_ separation 
agreement. Section 71(a)(3) says “for her 
support and maintenance.” The use of the 
word “her” would literally prevent the de- 
duction of payments for the support of 
minor children and might jeopardize the 
entire amounts paid, there being no separa- 
tidn as between the wife and children. A 
wife could argue the point on audit of her 
income tax return some years later. The 
regulations use the same words as the 
statute and refer to “her support.” 
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The absence of any reason for eliminating 
child support in the case of temporary de- 
crees suggests that the use of the word 
“her” was inadvertent. This is confirmed 
by the fact that Section 71(b), in referring 
to the matter of a specified amount for 
minor children, refers to all three sub- 
paragraphs of Section 71(a), including 71 
(a)(3). However, until the Code is amended, 
safety may require having a written separa- 
tion agreement instead of, or perhaps in 
addition to, a preliminary decree. 


Personal Exemptions 
and Head-of-Household Status 


Wherever child-support payments are com- 
bined with alimony so as to be taxable to 
the wife, the husband usually loses and the 
wife gains the right to take the $600 per- 
sonal exemption for each child. Section 
152(b) (4) provides that such payments can- 
not be considered as the husband’s contri- 
butions for the child. The question is as to 
who provides one half or more of the sup- 
port for a particular child. 


In some cases there may be difficulty 
because contributions by grandparents or a 
second husband may be such that no one 
person provides one half of the support. 
However, a relief provision in Section 
152(c) provides that the exemption may be 
obtained if the taxpayer contributed over 
10 per cent and all other persons who con- 
tributed 10 per.cent consent to the tax- 
payer’s taking the deduction. 


Divorce may be financially preferable to 
separation because after divorce both parties 
may sometimes qualify for head-of-a-house- 
hold treatment by dividing the children. 
The taxes may be less than on a joint re- 
turn before divorce. 


The Code neglects to provide that periodic 
payments deductible by the husband and 
taxable to the wife shall be considered as 
funds of the wife for purposes of whether 
she can qualify as a head of a household. 
Such is obviously the intention. 


Estate and Gift Taxes 


In considering the estate and gift tax 
consequences of divorce payments, we start 
with the proposition that payments for 
support are not taxable or are deductible 
because the obligation to support provides 
a good monetary consideration. The re- 
quirement of a monetary consideration other 
than marital property rights is found in 
Code Sections 2043 and 2053 dealing with 
estate tax, which are carried over to the 
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gift tax merely by implication” and which 
justify a distinction between support rights, 
which are good consideration, and marital 
property rights, which are not. 


For purposes of this estate and gift tax 
distinction, references to “property rights” 
mean property rights in the nature of 
rights of inheritance and do not include a 
transfer, for example, for the purchase of 
property standing in the wife’s name. A 
transfer made as an inducement to divorce 
would be classified as one for property 
rights rather than support rights because 
there is no monetary consideration. 


The question of an estate tax deduction 
comes up when the husband’s estate is 
obligated to make the payments. The ques- 
tion of exclusion of the wife’s interest from 
the gross estate comes up, for example, 
where the husband has created a trust. 
Even if the trust is irrevocable, there will 
still be an estate tax if the payments to 
the wife are for support and in discharge 
of the husband’s obligation because he has 
in effect retained the benefit, but the value 
of the wife’s interest may be excluded as 
being for her support. If the payments, on 
the other. hand, were in lieu of rights of 
inheritance in a separation agreement, then 
there would be no estate tax unless he has 
retained a power of revocation or other 
power or interest but, if so, there would be 
no deduction or exclusion. 


In the historic E. T. 19, a 1946 ruling,” 
the Commissioner took the position that 
where the consideration was partly property 
rights and partly support rights, an alloca- 
tion must be made. The ruling was appli- 
cable to both estate tax and gift tax. The 
Commissioner was conceding that support 
rights are valid consideration and not with- 
in the statutory language referring to mari- 
tal rights. The courts, curiously, have been 
less liberal.® The Commissioner has ap- 
peared on occasion to depart from E. T. 19, 
at least in the case of mixed property rights 
and support rights. 


In the Harris case” in 1950, the Supreme 
Court, in a five-to-four decision, eliminated 
the requirement of monetary consideration 
for gift tax or estate tax purposes where 
the transfer is founded on a decree, on the 
ground that the statutory requirement re- 
ferred to a “promise or agreement” (al- 


17 Commissioner v. Wemyss, 45-1 ustc { 10,179, 
324 U. S. 303; Merrill v. Fahs, 45-1 ustc { 10,180, 
324 U. S. 308; see also E. T. 19, 1946-2 CB 166. 

18 1946-2 CB 166. 

1%” Robert M. McKeon, CCH Dec. 21,508; 25 TC 
697 (1956). 

2% Harris v. Commissioner, 50-2 ustc { 10,786, 
340 U. S. 106 (1950). 
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though this language occurs only in Section 
2053, dealing with debts). This made a 
distinction based on whether the agreement 
was tied in with the decree and discrimi- 
nated against settlements that were kept 
out of court to be sure of being free from 
future court control. Also, in many states 
like Illinois the divorce court would not 
have any jurisdiction to deal with a settle- 
ment of inheritance rights so that the valid- 
ity of the Harris decision in such states is 
questionable. The exact scope of the Harris 
doctrine is still uncertain, and rigid ad- 
herence involves disadvantages.” Its appli- 
cation to a separation agreement surviving 
a divorce decree is unsettled; this is where 
the problem of consideration is worst. 


Congress, in Section 2516 of the 1954 
Code, presumably in recognition of some of 
these difficulties, exempted from gift tax 
transfers made pursuant to a written agree- 
ment where a divorce occurs within two 
years after the agreement. The exemption 
includes transfers for support of minor 
children. Section 2516 substantially elimi- 
nates the gift tax problem in planning 
divorce settlements, although it is no help in 
separate maintenance where the Harris case and 
E. T. 19 remain important; in antenuptial 
or postnuptial agreements, E. T. 19 and an 
allocation are still involved. 


However, there is no corresponding pro- 
vision in the case of the estate tax. The 
E, T. 19 distinction between so-called prop- 
erty rights and support rights still remains 
unless the transfer or liability is based on 
a decree within the Harris case. This is not 
a very satisfactory situation and it would 
seem that the gift tax relief should be 
extended to the estate tax, at least in the 
case of payments for the wife, if not the 
children. Elderly couples are not likely to 
be divorced to avoid estate tax, particularly 
in view of the estate tax marital deduction. 


Moreover, the estate tax law is defective 
in that life insurance is discriminated against 
and may be subject to estate tax even 
where it is for support of the wife and 
even, perhaps, if there is a decree satisfy- 
ing the Harris case. This applies where the 
husband has retained a reversionary inter- 
est on death or remarriage of the wife or 
has retained other incidents of ownership. 
Section 2043, which is designed to eliminate 


21 George G. McMurtry, CCH Dec. 18,056, 16 
TC 168, rev'd in part and aff’d in part, 53-1 ustc 
{ 10,895, 203 F. 2d 659 (CA-1); Chester H. 
Bowers, CCH Dec. 20,878, 23 TC 911 (1955) (on 
divorce court having power to accept or reject 
agreement): Myles C. Watson, CCH Dec. 19,671, 
20 TC 386, aff'd, 54-2 ustc { 10,973, 216 F. 2d 
941 (CA-2). 
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the estate tax where there is consideration 
in money or money’s worth, refers to 
transfers described in certain sections but 
skips Section 2039, dealing with annuities; 
Section 2040, dealing with joint property; 
Section 2041, dealing with powers of ap- 
pointment; and Section 2042, dealing with 
life insurance. There appears to be no 
justification for these exceptions, but their 
existence should not be overlooked. 


In estate tax planning for life insurance 
there are two extremes and a middle course. 
If the insurance is merely security for the 
husband’s obligation, it is subject to estate 
tax as if it did not enter into the divorce 
but the estate gets a deduction for the 
support obligation. On the other hand, if 
there is a complete gift to the wife there is 
no estate tax. The middle alternative is 
to give the wife a contingent interest with 
remainder to the children and no reversionary 
power in the husband. This escapes estate 
tax because the husband has no incident of 
ownership. It is a discrimination in favor 
of insurance. If there were a trust to make 
alimony payments to the wife until death 
or remarriage with remainder to the chil- 
dren, the estate tax would apply because the 
husband would have reserved the right to 
have the income used to discharge his 
obligation. 


Curiously, a divorced person may have an 
estate tax advantage in providing for his 
minor children. There is no practical way 
the ordinary parent can obtain an estate 
tax deduction for support of his minor 
children, although a “gift” for such purposes 
would not be subject to gift tax." How- 
ever, in the case of divorce it is relatively 
easy to create an obligation for minor 
children binding on the estate, The courts 
have upheld the estate tax deduction, the 
last case being the Beecher case decided by 
the Third Circuit in June, 1960. There is 
nothing in the Code making an estate 
obligation to one’s own children different 
from any other obligation of the estate. 
The exception for marital rights does not 
apply. However, there is no underlying 
obligation to provide support after death. 
The children do not, like a wife, agree to 


2 Hooker v. Commissioner, 49-1 ustc { 10,724, 
174 F. 2d 863 (CA-5), aff'g CCH Dec. 16,272, 10 
TC 388 (1948), holding that in the case of a 
transfer in trust there should be excluded for 
gift tax purposes the value of separate inter- 
ests of minor children. 

% Beecher v. Commissioner, 60-2 ustc § 11,957, 
280 F. 2d 202 (CA-3); Chase National Bank v. 
Commissioner, 55-2 ustc { 9649, 255 F. 2d 621 
(CA-8), aff’'g CCH Dec. 19,418, 19 TC 672 (1953); 
Helvering v. United States Trust Company 
(Brokaw Estate), 40-1 ustc { 9429, 111 F. 2d 576 
(CA-2), rev’'g and rem’g CCH Dec. 10,667, 39 
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take less for a longer period. The Beecher 
case, moreover, goes to questionable ex- 
tremes in allowing the deduction where the 
husband agreed to leave a quarter of his 
estate to each of his two sons, which seems 
worse than allowing a deduction for the 
commuted value of periodic support pay- 
ments. The use of a state court decree and 
the Harris case should not extend to pay- 
ments to adult children. 


Time of Gift—Promise as Gift 


Where a gift tax is incurred in a separa- 
tion or an antenuptial settlement, caution 
must be used where the agreement provides 
for transfers in the future. While it is 
somewhat startling to consider that a mere 
promise or agreement can constitute a gift 
in advance of the actual transfer of the 
property, it was so held by the Seventh 
Circuit in the Copley case in 1952 and was 
previously so held by the Second Circuit 
in the Harris case.™ 

The problem is particularly serious if 
installment payments are contemplated, be- 
cause advantage of the annual $3,000 exclu- 
sions will be lost. It is even more critical 
in the case of an agreement made before 
marriage, because the gift-splitting provi- 
sions between husbands and wives may not 
apply even though the transfer is planned. 
to occur after marriage. 


Capital Gain Problems 


Another problem that is probably more 
obvious, but may involve a tax trap for the 
uninitiated, is the possibility. of capital gain 
being realized on the transfer by the hus- 
band of appreciated assets to the wife. 


There is no trap involved where the 
husband has become obligated to pay a sum 
of money and then transfers appreciated 
property in satisfaction of his obligation. 
It is obvious that he has sold the property 
in a taxable transaction.” 


The problem may, however, be over- 
looked where no dollar amount is expressed. 
The strongest such case for the assertion 
that the husband has in effect made a tax- 


BTA 783. See Rosenthal v. Commissioner, 53-2 
ustc § 10,908, 205 F. 2d 505 (CA-2). 

* Commissioner v. Copley, 52-1 ustc { 10,843, 
194 F. 2d 364 (CA-7); Commissioner v. Harris, 
50-1 ustc { 10,746, 178 F. 2d 861 (CA-2); see 
Rosenthal v. Commissioner, cited at footnote 23. 
Contra, City Bank Farmers Trust Company v. 
Hoey, 39-1 vustc { 9234, 101 F. 2d 9 (CA-2); 
John D. Archbold, CCH Dec. 11,267, 42 BTA 453 
(1940). 

*% Kenan v. Commissioner, 40-2 ustc { 9635, 
114 F. 2d 217 (CA-2), aff’'g CCH Dec. 10,854, 40 
BTA 824 (1939). 
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able sale is where the property is trans- 
ferred in satisfaction of his obligation to 
support the wife. The obligation of support 
is measured in money and would ordi- 
narily be performed by the payment of 
money, and the property is transferred in 
lieu of money, If a sale is to be considered 
as occurring, it must be possible either to 
ascertain the value received by the husband 
or to prove that the value is at least equal 
to the value of the property transferred, In 
the case of support rights, there would 
seem to be no particular difficulty in saying 
that $10,000 worth of a certain stock was 
transferred in satisfaction of $10,000 worth 
of support rights. In the Mesta and Halli- 
well decisions of the Third and Second 
Circuits, it was held that a sale occurred; 
the Fourth Circuit and the Tax Court have 
in effect held the same thing with respect 
to the wife’s cost basis.“ The fact that 
property rights have also been involved to 
some extent has not changed the result. 
However, in a 1960 decision, in the Marsh- 
man case, the Sixth Circuit disagreed on the 
ground that the husband does not receive 
anything of definite or fixed value in return.” 


In the case of transfers exclusively in 
settlement of property rights, as in the 
case of a separation or in an antenuptial 
agreement, there seems to be real difficulty 
with the assertion of a taxable transaction 
because of the intangible character of what 
the husband receives. This view is em- 
phasized in the recent Marshman case. 
Moreover, the obligation may be thought 
of not as measured in money but as an 
undivided interest in the husband’s prop- 
erty. However, the Tax Court took the 
other view in Marshman, The Second Cir- 
cuit in another cost basis case held that 
there was a taxable transaction in a prop- 
erty settlement case having the exotic name 
Farid-Es-Sultaneh™ WHowever, the facts in 
the case were also exotic, the husband hav- 
ing assets in excess of $375 million. On 
these extreme facts it perhaps was not un- 
reasonable to say that the rights of inherit- 
ance released by the wife were worth as 
much as the property transferred. 

The law here is also in considerable con- 


fusion, and care must be taken in any 
transfer of appreciated property. [The End] 


Changing Accounting Methods 


By JOSEPH E. TANSILL 
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Lybrand, Ross Brothers and 
Montgomery, Chicago. 


ECTIONS 446 AND 481 of the Internal 

Revenue Code of 1954 provide a series 
of rules for the method of accounting to 
be employed in the determination of taxable 
income of a taxpayer; for making changes 
in a method of accounting; and for making 
adjustments when a change has taken place 
so that no income or deduction may remain 
unaccounted for on the transition. 

2 Commissioner v. Halliwell, 42-2 ustc { 9789, 
131 F. 2d 642 (CA-2), rev’g CCH Dec. 11,857, 
44 BTA 740 (1941); Commissioner v. Mesta, 41-2 
ustc { 9768, 123 F. 2d 986 (CA-3), rev’g CCH 
Dec. 11,333, 42 BTA 933 (1940); Commissioner 
v. Patino, 51-1 ustc { 9123, 186 F. 2d 962 (CA-4), 


aff’'g CCH Dec. 17,291, 13 TC 816 (1949); Gordon 
A. Stouffer Estate, CCH Dec. 23,172, 30 TC 1244 
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The general purpose of these provisions 
may be regarded as desirable and necessary 
to the orderly administration of the revenue 
laws. Few would argue, for example, that 
a taxpayer might voluntarily change from 
a cash to an accrual basis of accounting 
and escape .tax permanently on the ac- 
counts receivable of the business at the 
beginning of the year of change. But it 
is a long way from the general purpose of 
the law to its practical operation, and 
today—six years after the enactment of these 
provisions—there are many unsolved problems. 


Code Section 446—the successor to Sec- 
tion 41 of the Internal Revenue Code of 


(1958); Edna W. Gardner Trust, CCH Dec. 
19,834, 20 TC 885 (1953). 

27 Marshman v. Commissioner, 60-2 ustc J 9484, 
279 F. 2d 27 (CA-6), rev’g CCH Dec. 23,230, 31 
TC 269. 

*% Farid-Es-Sultaneh v. Commissioner, 
ustc § 9218, 160 F. 2d 812 (CA-2). 
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1939—provides that taxable income shall 
be computed under the method of account- 
ing which the taxpayer uses in keeping his 
books, but that if the taxpayer keeps no 
books, or if the method used does not 
clearly reflect income, then it shall be com- 
puted under such method which in the 
opinion of the Secretary of the Treasury 
or his delegate does clearly reflect income. 


It is not the purpose of this paper to 
examine Section 481 extensively, since that 
section deals principally with the technique 
in making adjustments when a change in 
accounting method has admittedly taken, 
place. The problem which is chiefly con- 
sidered here is: “What is a change of ac- 
counting-method, and when can a taxpayer 
make such a change and when can the 
Treasury force a change?” 


One recent development under Section 
481 deals with adjustments relating to years 
under the 1939 Code. That section provides 
that there shall not be taken into account 
any adjustment relating to 1939 Code years, 
unless the taxpayer has initiated the change 
in the method of accounting. This has been 
persuasive in the past in convincing revenue 
agents not to make an adjustment—for 
example, to increase a closing inventory 
because labor and overhead were included 
at an inadequate standard rate-—since com- 
pensating adjustments would then be ap- 
propriate in the opening inventory of the 
same year, and in prior years back to those 
subject to the 1939 Code. Since the ad- 
justment attributable to the 1939 Code years 
would never be subject to tax, the taxpayer 
would receive a windfall. 


It appears that some revenue agents are 
now proceeding on the theory that, not- 
withstanding the provisions of Section 481, 
the taxpayer takes an inconsistent position 
when he claims, for example, a higher open- 
ing inventory in the last open year than was 
originally reported. The theory is that this 
brings Code Section 1311 into play, permit- 
ting the Treasury to increase the closing 
inventory for the last statute-barred year 
without requiring a corresponding increase 
in the opening inventory for that year. 


How valid this theory is in the face of 
the Section 481 provision remains to be 
seen. It appears to be based on the A, W. 
SoRelle Estate case (CCH Dec. 23,231, 31 
TC 272), which, however, dealt with 1939 
Code years, so that Section 481 was not 
involved, 


Another approach which has recently ap- 
peared is the assertion that the agent is 
merely correcting an error when, for ex- 
ample, he seeks to increase a taxpayer’s 
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closing inventory; and since this is a 
correction rather than a change of the tax- 
payer’s accounting method, no corresponding 
adjustment of the opening inventory or of 
prior years is proper under Section 481— 
thus avoiding any 1939 Code year adjust- 
ments. This line of reasoning derives, perhaps, 
from the Tax Court decision this year in 
Fromm Laboratories, which again, however, 
dealt with 1939 Code years, so the Section 
481 question did not arise. 


Section 446 


What are the permissible methods of 
accounting? Section 446 lists the cash- 
receipts-and-disbursements method, the ac- 
crual method, or any other method or 
combination of methods which may be ap- 
proved by the Treasury. 

The law goes on to permit a taxpayer 
with more than one business to use different 
accounting methods for each business, and 
finally provides that a taxpayer must ob- 
tain prior permission from the Treasury 
before making a change in his method of 
accounting. 

The regulations under Section 446 say 
that the term “method of accounting” in- 
cludes not only the over-all method of 
accounting of the taxpayer, but also the 
accounting treatment of any item. It is 
noteworthy that the definition uses the word 
“includes”—the door is left open for ex- 
pansion of the concept. Similarly, the reg- 
ulations define the phrase “change in the 
method of accounting” to include a change 
in the over-all method of accounting for 
gross income or deductions, or a change 
in the treatment of a material item. 

Perhaps deliberately so, there has been 
no further definition of what is “material.” 
Since Code Section 481 provides relief where 
the amount of an adjustment resulting from 
a change exceeds $3,000, it may be that any 
change resulting in that much of an adjust- 
ment is material. Certainly, the administra- 
tive attitude of the Internal Revenue Service 
has been to regard almost any change as 
material, and thus as requiring permission. 


Apart from the question of materiality, 
however, there are two related questions: 

(1) Is the proposed action a change in 
accounting method? 

(2) Does the taxpayer’s method of ac- 
counting clearly reflect income? 


Change of Accounting Method 


A broad change, such as a change from 
a cash to an accrual basis, or from an ac- 
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crual basis to a completed contract basis, 
creates no problem—these are clearly changes 
of accounting method. But what about 
changes in business practice, such as a 
change in the useful lives of assets for 
depreciation purposes? The method of com- 
puting depreciation—for example, straight- 
line, declining balance, and so forth—is not 
changed, but a computational factor is changed. 
Similarly, the taxpayer may change from 
a technique of taking physical count of 
inventories at his year-end to a physical 
count at some other date, or to a perpetual 
inventory record which is compared with 
the result of an actual count at irregular 
intervals. The regulations under Code Sec- 
tion 471 recognize the technique of using 
book inventories, providing that they are 
verified by physical inventories at reason- 
able intervals and that any corrections are 
recorded. 


Suppose a taxpayer adopts a method of 
reimbursing employees for travel expenses 
by providing for a reimbursement of 12 
cents a mile for automobile use and $15 
a day for meals and lodging, whereas pre- 
viously the employer reimbursed employees 
for actual expenses incurred. Is this a 
change in the method of accounting? 


Many taxpayers employ cycle billing in 


rendering accounts to their customers be- 
cause of the volume of their transactions— 
department stores, utilities and banks, for 
example. Under this method, income is 
recognized when the customer is billed 
rather than at the earlier date when the 
sale was made or the service rendered. 
Suppose such a taxpayer has been using 
the usual accrual method, but now wishes 
to adopt cycle billing. Is this a change 
of accounting method? It seems evident 
that the Internal Revenue Service would 
so regard it, because of the deferment of 
income. Certain public utility companies 
have, in the recent past, desired to extend 
the cycle billing technique which they had 
been using from monthly billing to bimonthly 
billing. This was not a change in the 
method of recording income in the period 
billed, but was simply an extension of the 
billing period. The Internal Revenue Service 
regarded this proposal as a change of ac- 
counting method requiring prior permission. 


A recent ruling (Rev. Rul. 60-243, I. R. B. 
1960-29, 11) illustrates the problem. The 
taxpayer, engaged in bottling and selling 
soft drink beverages, had used a “deposit 
and refund” method of accounting for bottles 
and cases, and had provided, in its contracts 
with customers, that title to the bottles and 
cases remained in the vendor. The tax- 
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payer now sought to change to the “sale 
and repurchase” method of accounting, and 
proposed to change its future contracts to 
provide that title to the bottles and cases 
would be transferred to the customers with 
the expectation that they would be reac- 
quired by the taxpayer to the same extent 
as previously. The taxpayer argued that 
this was a-change in business practice, and 
not a change in accounting method. The 
Internal Revenue Service ruled that this 
was a change in the method of accounting 
for a material item, and that it would not 
grant permission for such a change. It 
held that the present method of accounting 
clearly reflected income, and that the pro- 
posed change would distort income since 
it would include the cost of bottles and 
cases in cost of goods sold with a much 
smaller amount reflected in sales—the “selling 
price” of the bottles and cases being less 
than cost. 


In Advertisers Exchange, Inc. (CCH Dec. 
21,583, 25 TC 1086, aff’d, per curiam, 57-1 
ustc § 9414, 240 F. 2d 958), the taxpayer 
entered into contracts with customers to 
provide advertising services for a period 
of 12 months, with the customer being 
billed each month for one twelfth of the 
contract price. The taxpayer, on the ac- 
crual basis, had for several years recorded 
as income the entire amount of the contract 
price when the contract was entered into, 
and had charged to expense the costs of 
providing service as they were incurred. 
Later, ‘the taxpayer, as it entered into new 
contracts and renewals, began to accrue 
income as billings were made over the 
duration of the contracts. 


The Tax Court, denying the taxpayer’s 
contention that it had changed its method 
of selling and not its method of accounting, 
held that this was a change of accounting 
method. Since the taxpayer had not re- 
ceived permission to change, the Commis- 
sioner could disregard it and recompute 
income on the original basis. The court 
shrugged off the assertion that this was 
a correction of an error and should there- 
fore be recognized, with the observation 
that this was a substantial change which 
may have had some adverse effect upon 
the revenues—thus clearly requiring the 
Commissioner’s prior consent to the change; 
and further, that it was within the broad 
administrative discretion of the Commis- 
sioner to require the taxpayer to continue 
to use the method of accounting consist- 
ently employed for prior years, which is 
not to be disturbed unless an abuse of that 
discretion is evident. 
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In Harmon Manufacturing Company (CCH 
Dec. 24,189, 34 TC —, No. 32), the Tax 
Court held that a switch from a “unit” 
or “quantity” basis of valuing LIFO in- 
ventories to a “dollar value” basis, even 
where there was no change in the number 
of inventory pools, is a change of account- 
ing method which requires prior permission 
from the Commissioner. The court cited 
the Klein Chocolate decision, discussed later 
on, for the proposition that permission is 
required for a change in the number of 
pools used within the dollar-value basis, 
and concluded that if that is so, then this 
change was also subject to the Commis- 
sioner’s approval. 


It would seem that what was involved 
in this case was not a change of accounting 
method, but a change in a factor of compu- 
tational technique. The election to use 
LIFO is made by filing an application on 
Form 970 with the tax return. It appears 
clear that the election, as far as the tax- 
payer is concerned, is limited to the goods 
specified in the application. On the other 
hand, it has also appeared clear that neither 
the Commissioner nor the taxpayer is bound 
by the taxpayer’s initial method of compu- 
tation as it relates to the choice of a unit 
or dollar-value method or the number of 
inventory pools to be used, The criterion 
for change was whether some other compu- 


tational technique would more clearly re- 


flect income. 


Another recent ruling (Rev. Rul. 60-60, 
I. R. B. 1960-7, 29) holds that a farmer 
who elected to use the unit-livestock method 
of valuing his livestock must continue to 
follow that method in subsequent years, 
unless he obtains permission to change. 
He does not have a new election each year 
for livestock purchased in that year. 


Is the correction of an error in the treat- 
ment of an item, or in the accounting method 
employed, a change which requires the 
permission of the Commissioner? The reg- 
ulations under Section 446 take the position 
that it is. They state, for example, that 
“consent must be secured whether or not 
the taxpayer regards the method from which 
he desires to change to be proper.” The 
courts, in cases chiefly arising under the 
1939 Code, have generally upheld this po- 
sition, with the observations that “it is not 
the function of the court to weigh the 
merits of different accounting systems” and 
that “consistency is the most important 
element—over a period of time, the dif- 
ferences in results between varying methods 
tend to cancel out.” 
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In the regulations under Section 446, the 
Internal Revenue Service recognized this 
importance of consistency. For example: 
“No method of accounting will be regarded 
as clearly reflecting income unless all items 
of gross profit and deductions are treated 
with consistency from year to year.” And 
again: “[T]he Commissioner may author- 
ize the taxpayer to continue the use of a 
method of accounting consistently used by 
the taxpayer, even though not specifically 
authorized by the Income Tax Regulations, 
if, in the opinion of the Commissioner, in- 
come is clearly reflected by the use of such 
method.” And finally, emphasizing the im- 
portance of consistency, the regulations appear 
to recognize the use of direct costing in the 
valuation of inventories by stating that “the 
extent to which indirect costs shall be in- 
cluded in computing cost of goods sold 
depends upon the method used by the tax- 
payer in treating such items in keeping his 
books.” 


This last also emphasizes the importance 
of keeping books, and of keeping them gen- 
erally under the same method as that which 
is desired for the computation of taxable 
income. It is true that bookkeeping entries 
are not ultimate facts and deserve no weight 
where the facts are clearly at variance with 
the entries—but the facts are rarely so clear, 
and the books are frequently persuasive 
evidence of what the facts are. It must 
be also remembered that Code Section 446 
requires that taxable income be computed under 
the method used in keeping the books. The 
existence of a good set of books may not 
always prevail, but the lack of them is 
an invitation to a recomputation which will 
rarely be advantageous to the taxpayer. 


Of course, taxable income does not de- 
pend in every respect on book income; 
depreciation, for example, may be calculated 
on a straight-line basis for book and finan- 
cial statement purposes, while a declining 
balance or other method is used for tax 
purposes. Even here, however, there must 
be auxiliary records or worksheets to permit 
the transition from the book basis to the 
tax basis. 


Under the 1954 Code, it is even more diffi- 
cult than it formerly was for a taxpayer to 
claim that a change is proper on the basis 
that it is merely the correction of an error, 
since hybrid methods of accounting are now 
recognized. Thus the regulations provide 
that a taxpayer using the accrual method of 
accounting with respect to purchases and 
sales may use the cash method in computing 
all other items of income and expense. In 
practice, this has meant that an accrual-basis 
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taxpayer which has been deducting items 
such as real estate taxes or vacation pay on 
a cash basis—that is, when paid, even though 
the expense could have been properly ac- 
crued in the preceding year—has been de- 
nied permission to adopt the accrual basis 
for such items and to claim, within one 
year, a deduction for two years’ expenses. 
The Internal Revenue Service’s attitude is 
that such a change in the treatment of such 
an item is one requiring permission, and that 
that permission will not be granted because 
the deduction of two years’ expenses at once 
will distort income. 


This question arose in 1958, dealing with 
Michigan property taxes. In that year, the 
State of Michigan changed the assessment 
date for property taxes from January 1 to 
December 31. Accrual-basis taxpayers op- 
erating on a calendar year, who had been 
accruing property taxes on the basis of the 
assessment date, found that the assessment 
dates for two years’ property taxes fell 
within their taxable year; many such tax- 
payers claimed a deduction in their 1958 
returns for both years’ real estate taxes. 


The Internal Revenue Service refused to 
rule on the propriety of such treatment until 
April, 1960, when it issued Rev. Rul. 60-133 
(I. R. B. 1960-15, 14). The ruling held that 
taxpayers would not be permitted to deduct 
more than 12 months’ real estate taxes in 
any year because of the distortion of in- 
come which would otherwise result. It has 
been rumored that Rev. Rul. 60-133 is being 
reconsidered by the Chief Counsel’s Office, 
and that it may be withdrawn. 


Does Taxpayer's Method 
Clearly Reflect Income? 


This matter of consistency, sometimes a 
sword for the government, may also serve 
as a shield for the taxpayer. Controversies 
on changes of accounting method arise far 
more frequently where the Treasury pro- 
poses to change the taxpayer’s method than 
where the taxpayer initiates the change, and 
here the Treasury has had much less suc- 
cess. 


In the celebrated Klein Chocolate Com- 
pany case (CCH Dec. 23,617, 32 TC 437), 
the Tax Court held that the taxpayer’s use 
of a single-dollar value pool for valuing 
LIFO inventories did not clearly reflect in- 
come, and that the Commissioner properly 
recomputed income on the basis of ten pools. 

Upon rehearing, the court received evi- 
dence that the taxpayer had used a single 
pool for a number of years, ard that upon 
an examination of returns for certain earlier 


Federal Tax Conference 


years, the Internal Revenue Service had ac- 
cepted the method. The court indicated that 
if that were so, then the case was governed 
by the decision in Geometric Stamping Com- 
pany (CCH Dec. 21,740, TC 301), and deci- 
sion would have to be entered for the 
taxpayer. The Geometric Stamping Company 
case had approved the principle that con- 
sistency was the most important factor in 
evaluating the method used; and where that 
method had been accepted in past years, the 
Commissioner could not now force a change. 


The troublesome question of when income 
and expenses accrue for tax purposes has 
had a particularly confusing history in the 
courts. The controversy may be said to 
stem from the 1932 decision of the United 
States Supreme Court in North American 
Oil Consolidated v. Burnet (3 ustc ¥ 943, 286 
U. S. 417), which held that earnings re- 
ceived under a claim of right are taxable 
income when received, notwithstanding that 
they may have to be repaid. 


The Treasury has attempted to extend 
this doctrine to the proposition that the 
receipt of funds without restriction on their 
use, even though the one receiving the 
funds must render services or deliver goods 
over a future period, is taxable at the time 
of receipt. This has been held to be so 
even though the taxpayer is on the accrual 
basis and records income on its books and 
in its tax returns only as earned. 


Certain courts, however, have more re- 
cently begun to recognize the illogic of re- 
quiring taxpayers to report income on a 
cash basis and expenses on an accrual basis, 
resulting in a distortion of income rather 
than a clear reflection of income. In the 
case of Beacon Publishing Company v. Com- 
missioner (55-1 ustc $9134, 218 F. 2d 697), 
the taxpayer published a daily newspaper and 
received subscriptions in advance. The question 
was whether the subscription receipts were 
income as received or were earned over the 
period of the subscriptions. The Tenth Cir- 
cuit, reversing the Tax Court, held for the 
taxpayer on the ground that the taxpayer’s 
method did clearly reflect income, while the 
method contended for by the Treasury 
would distort it. 


In this same year, 1955, the Ninth Circuit 
adopted the same position in Pacific Grape 
Products Company v. Commissioner (55-1 
ustc § 9247, 219 F. 2d 862). Here, the tax- 
payer was a canner of fruit and fruit prod- 
ucts. Under its accounting practice, it would 
bill customers at the end of the year for 
goods which had been ordered but not 
shipped. The taxpayer reported these amounts 
as sales at that time, and it claimed deduc- 
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tions for sales commissions and packaging 
and shipping costs which would be incurred 
in filling the orders. The Tax Court, while 
agreeing that the sales were properly re- 
ported, denied the taxpayer the right to 
deduct the expenses until they were actually 
incurred in the following year. 


The Ninth Circuit reversed the Tax Court 
and said: 


“Not only do we have here a system of 
accounting which for years has been adopted 
and carried into effect by substantially all 
members of a large industry, but the system 
is one which appeals to us as so much in 
line with common sense that we are at a 
loss to understand what could have prompted 
the Commissioner to disapprove it. Con- 
trary to his suggestion that petitioner’s 
method did not reflect its true income, it 
seems to us that the alterations demanded 
by the Commissioner would wholly distort 
that income.” 


The Fifth and Sixth Circuits joined the 
list of circuits overruling Tax Court deci- 
sions in this area in 1956. They did so in 
the cases of Schuessler v. Commissioner (56-1 
ustc § 9368, 230 F. 2d 722) and Hilinski v. 
Commissioner (56-2 ustc 79981, 237 F. 2d 
703), both involving the right of a taxpayer 
to claim a deduction for expenses to be 
incurred in the future in fulfilling a con- 
tract, the income from which is currently 
reported. 


In an earlier case the Fourth Circuit, 
in 1951, had similarly recognized the 
right of a taxpayer to deduct such expenses. 
(Harrold v. Commissioner, 52-1 ustc J 9107, 
192 F. 2d 1002.) 


In 1957, the Supreme Court stepped back 
into the battle in Automobile Club of Michi- 
gan v. Commissioner (57-1 ustc 7 9593, 353 
U. S. 180). Here, the taxpayer collected 
dues for one year in advance, and reported 
them on a basis of one twelfth of the year’s 
dues being taken into income each month. 
The Supreme Court declared that the entire 
amount was taxable when received, saying 
that the technique of allocating one twelfth 
of the annual dues to each month was purely 
artificial and bore no relationship to’ the 
services which the taxpayer might be called 
upon to render. The Court did not say that 
the case was governed by the claim-of-right 
doctrine—it only held that the taxpayer’s 
method did not clearly reflect income, and 
so the Commissioner was within his dis- 
cretionary power to change it. The court 
distinguished the Beacon and Schuessler cases 
and refused to express any opinion on them. 
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As might be suspected, this decision did 
not settle the problem. In 1959 the Second 
Circuit expressed its views in Bressner Radio, 
Inc. v. Commissioner (59-2 ustc { 9496, 267 
F.2d 520). The taxpayer, an appliance 
dealer, sold a number of television sets with 
service contracts guaranteeing service for 
12 months. The taxpayer took 25 per cent 
of the service contract amount into income 
when it installed the television set, and it 
deferred the balance over the 12-month con- 
tract period. The Second Circuit, reversing 
the Tax Court, held that the taxpayer’s 
method of accounting clearly reflected in- 
come, and that therefore the Commissioner 
had no right to change it. The court dis- 
tinguished the Automobile Club of Michigan 
case on several grounds, pointing out that 
the automobile club was under no binding 
obligation to render any services to an in- 
dividual member, and that a substantial part 
of its activities was devoted to broad pro- 
grams of traffic safety and promoting legis- 
lation, which activities had little relationship 
to individual members. 

This line of favorable circuit court de- 
cisions was unfortunately broken in 1960 
by the Seventh Circuit in Streight Radio and 
Television, Inc. v. Commissioner (60-2 ustc 
§ 9617), in which the court affirmed a Tax 
Court decision which denied the taxpayer 
the right to defer the recognition of income. 
The facts of this case were substantially 
identical to Bressner Radio, but the Seventh 
Circuit did not even refer to that case. 


In January of this year, the Internal 
Revenue Service announced (T. I. R. 205, 
January 19, 1960; Rev. Rul. 60-85, I. R. B. 
1960-10, 14) that it would not follow the 
Bressner Radio case, on the ground that the 
entire issue of the taxation of prepaid in- 
come had been settled by the Supreme 
Court in the Automobile Club of Michigan 
case. 


The latest development is that the 
Supreme Court has granted certiorari in 
American Automobile Association v. U. S., 
in which the Court of Claims had held 
(60-1 ustc J 9301, 181 F. Supp. 255) that the 
taxpayer could not defer dues income. Since 
the case is factually similar to the Auto- 
mobile Club of Michigan case, it is surprising 
that the Supreme Court granted certiorari, 
unless it has decided to resolve the conflict 
between Bressner Radio and Streight. The 
decision will be awaited with interest, in 
the hope that the confusion in this area of 
the timing of income and expense may 


finally be settled. [The End] 
1960 © TAXES—The Tax Magazine 








1960 


Index 


Annual 


Each article appearing in TAXES during 1960 is indexed below according to title and 
author (or authors). In addition, most of the articles have been listed under an appro- 
priate general subject heading and Internal Revenue Code sections have been indexed. 


A 


Accounting and accounting methods 
Accrual accounting in courts of appeals. 
Apr., p. 339. 
tax effect. Apr., 


p. 351; Aug., 


what constitutes change. Dec., p. 
997. 
Machine 

p. 441. 
Take-or-pay gas-purchase contracts. Oct., 
p. 785. 


Accrual Accounting in the Courts of Appeals. 
Apr., p. 339. 


Accumulated earnings 
Net-economic-effect test. 
Unreasonable 

Nov., p. 849. 


Accumulated Earnings Tax, The. 
Administrative law 
Chief Counsel's office. 
p. 905. 
Tax expertise v. precedents. Apr., p. 283. 


Altman, David, and Kanter, Burton W.—Sen- 
ate Finance Committee Looks at Foreign- 
Situs Trusts. Aug., p. 585. 


Apportionment Formula for Unitary Airlines. 
Jan., p. 86. 


Associations 
Definition and classification. 
Regulations. Mar., p. 187. 


Avoidance 
Net-economic-effect test. Feb., p. 149. 
Schemes of avoidance. Oct., p. 763. 


accounting for tax audit. June, 


Feb., p. 149. 
accumulation of earnings. 


Nov., p. 849. 


May, p. 379; Dec., 


Dec., p. 918. 


B 
Bad debts—see Worthless securities. 


Balter, Harry Graham—Selected Tax Aspects 
of Residential Developments—From the In- 
vestor’s Point of View. Sept., p. 683. 

Basis 

Coal and timber industries. July, p. 517. 

Depreciation allowances. Dec., p. 981. 

Partnerships v. associations. Mar., p. 187. 

Section 1244. June, p. 445; July, p. 547. 

Subchapter S. Jan., p. 19; Feb., p. 105; 
Mar., p. 199; Sept., p. 683. 

Tax on stock redemption. Dec., p. 923. 


Beneficiaries. ..Sept., p. 735. 


Black, William A.—Common Stock and the Bail- 
out Section. May, p. 395. 


Annual Index 


Boggs bill 
Foreign tax credit. July, p. 507. 
Review of committee print. Jan., p. 11. 
Western Hemisphere Trade Corporations. 
May, p. 413. 
Boggs Bill, The: A Review of the Committee 
Print. Jan., p. 11. 
Brainerd, Andrew W.—Income from Licensing 
Patents Abroad. Mar., p. 209. 
Britton, Floyd E.—Taxation Without Represen- 
tation Modernized. Aug., p. 628. 
Brown, Louis M.—From the Thoughtful Tax 
Man. Nov., p. 822. 
Burden of proof... Nov., p. 849. 


Business Gifts and the Supreme Court. 
p. 942. 


Business losses 
Subchapter S. Jan., p. 19. 
Worthless securities. June, 
p. 547. 


Dec., 


p. 445; July, 


Cc 


Cantrall, Arch M.—What Chief Counsel Expects 
of the Practitioner. May, p. 379. 


Capital gains and losses 
Coal and timber industries. July, p. 517. 
Problems arising from alimony payments. 
Dec., p. 987. 
Sale of depreciable property. Dec., p. 952. 
Sale of property for consideration measured 
by production, sales or profits derived 
from property. July, p. 517. 
Section 1244 stock. Apr., p. 303. 
Subchapter S. Jan., p. 19. 
Change in Accounting Method, A. Aug., p. 607. 
Changes in Accounting Methods. Apr., p. 351. 
Changing Accounting Methods. Dec., p. 997. 
Charitable giving 
Multiple gifts to donee in calendar year. 


Aug., p. 564. 
Tax benefits. 


Coal mining 
Capital gain treatment of leasing. 
p. 517. 
Depreciation, Jan., p. 31. 
Common Stock and the Bail-out Section. 
p. 395. 
Compact Justice for Oregon Taxpayers. 
p. 859. 
Constructive receipt 
Dividends. Feb., p. 155. 
Stock-redemption agreements. 


Feb., p. 111. 


July, 


May, 


Nov., 


Dec., p. 923. 
1003 








Contemporary Estate Planning for the Corpo- 
rate Executive. Dec., p. 931. 

Corneel, Frederic G.—Grossing Up. July, p. 507. 

Corporate organization 

Closely held. Nov., p. 849. 

Definition and classification. Dec., p. 918. 

Effect of Subchapter S. Jan., p. 19. 

Multicorporation home builders. Oct., p. 
789, 


Residential development business form. 
Sept., p. 683. 
Small business corporations. Jan., p. 19; 
Feb., p. 105. 
Corporate reorganization—see Reorganization. 
Corporations 
Accumulated earnings tax. Nov., p. 849. 


Manufacturer’s exemption in Pennsylvania. 


Nov., p. 837. 

Nonmonetary fringe benefits for execu- 
tives. Sept., p. 711. 

Tax aspects of corporate insurance. June, 
p. 467. 


Costigan, Henry D.—Accrual Accounting in the 
Courts of Appeals. Apr., p. 339. 

Cox, Fred L.—The Interstate Tax Problem. 
May, p. 417. 

Cromartie, William A.—Taxpayers and Taxable 
Entities: Definition and Classification. Dec., 
p. 918. 


Current Department of Justice Criminal In- 
come Tax Policies. Apr., p. 293. 


Current Operations in the Chief Counsel's Office. 
Dec., p. 905. 


Cusick, Robert E.—The Pennsylvania Manu- 
facturing Exemption Provision Revisited. 
Nov., p. 837. 


D 


Dane, John, Jr.—From the Thoughtful Tax 
Man. Feb., p. 100. 


Death benefits 


Exclusions from taxable income. Jan., p. 
42. 
Tax status; gift of fringe benefit? Nov., 
p. 865. 
Decedents and estates... Apr., p. 351. 
Deductions 
Business expenses. Dec., p. 972. 


Contributions to charity. Feb., p. 111. 
Entertainment expense. Dec., p. 981. 

For alimony payments. Dec., p. 987. 

For business gifts. Dec., p. 942. 

For fringe benefits. Nov., p. 865. 
Nonmonetary fringe benefits. Sept., p. 711. 
Supreme Court position on depreciation 


allowances. Dec., p. 952. 
Department of Justice...Apr., p. 293. 
Depletion 


Coal mining. Jan., p. 31. 
For timber. June, p. 455. 


Depletion, Depreciation and Coal Mining. Jan., 
p. 31. 
Depreciation Developments in Congress and the 
Courts. Dec., p. 952. 
Dividends 
Common stock. May, p. 395. 
Constructive receipt. Feb., p. 155. 
Essentially equivalent to a distribution. 
Feb., p. 149. 
“Put’’ and ‘‘call’’ options. 
Subchapter S. Jan., p. 19. 
Tax on stock redemption. Dec., 


Nov., p. 829. 
p. 923. 


Withholding and taxation legislation. Dec., 
p. 981. 








1004 


December, 1960 @ 





Divorce and separation agreements and pro- 


ceedings... Dec., p. 987. 

Doing Business in Other States: Taxation Prob- 
lems. Oct., p. 769. 

Donelson, Lewis R., III — Multicorporation 


Home Builders. Oct., p. 789. 

Durbin, Winfield T.—Tax Considerations in 
Divorce and Separation Agreements and Pro- 
ceedings. Dec., p. 987. 


E 


Eaton, William W.—Machine Accounting for 
Tax Audit. June, p. 441. 

Effect of Subchapter S on Decisions as to Form 
of Business Organization. Jan., p. 19. 


Estate planning 
Consequences of inter vivos transfers. May, 


p. 399. 

Designating insurance beneficiaries. Sept., 
p. 735. 

Estate tax on alimony payments. Dec., p. 
987. 

For corporative executive. Dec., p. 931. 

Overlooked aspects. July, p. 502. 

‘‘Pour over’ into living trust. Jan., p. 57. 


Redemption of stock v. installment paying 
of taxes. Sept., p. 721. 
Estate Tax Consequences of Inter Vivos Trans- 
fers. May, p. 399. 
Estates 
Definition and classification. Dec., p. 918. 
Tax on stock redemption. Dec., p. 923. 
Exclusions from Taxable Income and How to 
Acquire Them. Jan., p. 42. 


F 


Federal Tax Legislation in the Eighty-sixth 
Congress and Current Issues in ax Policy. 
Dec., p. 981. 


Finkenaur, Allen—Timber Depletion. June, 
p. 455. 
Foreign corporations 
Doing business in Puerto Rico. Aug., p. 
593. 
Urging enactment of Boggs bill. Jan., p. 11. 


Western Hemisphere Trade Corporations. 
May, p. 413; Nov., p..863. 
Foreign Situs Trusts—Defining the Undefined. 
July, p. 529. 
Foreign tax credit... July, p. 507. 
Formula for Unitary Railroad Businesses. 
June, p, 484. 
Fraud 
Abuses of business 
Dec., p. 972. 
Prosecutions. 
Fringe benefits 
Insurance. 


expense deductions. 
Dec., p. 913. 


Nov., p. 865. 


Nonmonetary. Sept., p. 711. 
From the Thoughtful Tax Man. ge p. 6; 
Feb., p. 100; Mar., p. 182; Apr., 278: May, 


p. 374; July, p. 502; Aug., p. 364: Oct., p. 
758; Nov., p. 822. 
G 
Gain or loss 
Improving capital gains tax. Feb., p. 100. 
Worthless securities. June, p. 445; July, 
p. 547. s 
Germany... July, p. 543. 
Gifts and inheritances... Jan., p. 42. 


Goddard, Joe S.—From the Thoughtful Tax 
Man, Aug., p. 564. 


TAXES —The Tax Magazine 











Goldfein, Laurence 
More on Worthless Securities and the Tech- 
nical Amendments Act. July, p. 547. 
Worthless Securities and the Technical 
Amendments Act. June, p. 445. 
Goldstein, Meyer M.—Pension and Profit-Shar- 
ing Plans: Fallacies and Facts. Jan., p. 71. 
Goodman, Isidore—How Reorganizations Affect 
Pension and Profit-Sharing Plans. Feb., p. 
155. 
Graubart, B. L.—Pitfalls of Western Hemi- 
sphere Trade Corporations. Nov., p. 863. 


Greene, Richard L.—Pitfalls and Traps in 
Stock-Redemption Agreements. Dec., p. 923. 


Grossing Up. July, p. 507. 


Guarding Against Disposition for Tax Avoid- 
ance. Oct., p. 763. 

Guidelines for Handling the Reporting of Busi- 
ness Expenses and Reimbursements. Dec., 
p. 972. 


H 


Hall, James K.—The Accumulated Earnings 
Tax. Nov., p. 849. 

Hammerman, Alan H.—Foreign Situs Trusts— 
Defining the Undefined. July, p. 529. 


Hauser, Crane C.—Business Gifts and the 
Supreme Court. Dec., p. 942. 
History of taxation 
English origins. June, p. 465. 
- 960 B. C. to 1872. May, p. 407. 


Hoffman, William H., Jr.—The Principles of 
Tax Planning. Sept., p. 667. 
Holzman, Robert S. 
Net-Economic-Effect Test, The. Feb., p. 149. 
Tax Orienting the Corporate Insurance Pro- 
gram. June, p. 467. 
How Reorganizations Affect Pension and Profit- 
Sharing Plans. Feb., p. 155. 


How Subchapter S Aids Small Business. 
p. 199. 

How to Apportion Illinois Real Property Taxes 
Between Seller and Purchaser. Mar., p. 257. 

Hulse, John K.—From the Thoughtful Tax Man. 
Oct., p. 758. 


Mar., 


Illinois. ..Mar., p. 257. 
Income from Licensing Patents Abroad. 
p. 209. 

Insurance 
As fringe benefits. Jan., p. 42; Nov., p. 865. 
Corporate: tax aspects. June, p. 467. 
Designating beneficiaries. Sept., p. 735. 
Funding pitfalls: stock redemption. Dec., 


Mar., 


Life Insurance Company Income Tax Act 
of 1959. Dec., p. 981. 
Premium payment in lieu of alimony. 
p. 987. 
Insurance and Other Fringe Benefits. 
p. 865 
Internal Revenue Service 


Dec., 


Nov., 


Chief Counsel. May, p. 379; Dec., p. 905. 
Constitutionality of agents. Jan., p. 6. 
Interstate commerce: state taxation 
Doing business in other states. Oct., p. 769. 
Immunity from state taxation: con (Scripto 
rationale). May, p. 417. 
Immunity from state taxation: pro (P. L. 
86-272). June, p. 477. 
Northwestern States case. 
Interstate Tax Problem, The. 


Aug., Dp. 628. 
May, p. 417. 


Annual Index 


J 


Joint ventures. . Sept., p. 683. 


Jones, F. Addison—Depletion, Depreciation and 
Coal Mining. Jan., p. 31. 


K 


Kaminsky, Michael—Tax Expertise v. Adminis- 
trative Law Precedents. Apr., p. 283. 


Kanter, Burton W., and Altman, David—Senate 
Finance Committee Looks at Foreign-Situs 
Trusts. Aug., p. 585. 


Kline, Ralph H.—The Western Hemisphere 
Trade Corporation and the Boggs Bill. May, 
p. 413. 


Knight, Richard B.—Changes 
Methods. Apr., p. 351. 


Kuhn, Harold A.—From the Thoughtful Tax 
Man. May, p. 374. 


in Accounting 


L 


Lassers, Willard J.—How to Apportion Illinois 
Real Property Taxes Between Seller and 
Purchaser. Mar., p. 257. 

Legislation in Eighty-sixth Congress... Dec., 
Pp. 981. 

Leiter, Manning K.—Estate Tax Consequences 
of Inter Vivos Transfers. May, p. 399. 

Levy, Melvin H.—Exclusions from Taxable In- 
come and How to Acquire Them. Jan., p. 42. 


Licensing—see Patents. 
Lindquist, John R.-—-Contemporary Estate Plan- 


ning for the Corporate Executive. Dec., p. 
931. 


Lindsay, David A.—-Federal Tax Legislation in 
the Eighty-sixth Congress and Current Issues 
in Tax Policy. Dec., p. 981. 

Lippitz, Charles A.—Tax Guide for a Seller of 
‘Puts’ and ‘‘Calls.’’ Nov., p. 829. 
Lipton, Paul P.—Tides and Tenets 
Fraud Prosecutions. Dec., p. 913. 

Low-income taxpayer... Mar., p. 239. 


in Tax 


M 


Machine Accounting for Tax Audit. 
441. 
Messing, Janet K. 
From the Thoughtful Tax Man. 
278. 
Origins of Taxation. June, p. 465. 


Meyer, Max E.—One Year of Subchapter S. 
Feb., p. 105. 

More on Worthless Securities and the Technical 
Amendments Act. July, p. 547. 

Mullins, Robert E.—Ode to a Farm Return. 
Oct., p. 797. 

Mullock, Philip—A Change 
Method. Aug., p. 607. 

Multicorporation Home Builders. Oct., p. 789. 

Munsche, R. C.—The Boggs Bill: A Review of 
the Committee Print. Jan., p. 11. 


Murdoch, Converse—Effect of Subchapter S on 
Decisions as to Form of Business Organiza- 
tion. Jan., p. 19. 


June, p. 


Apr., p. 


in Accounting 


N 


Net-Economic-Effect Test, The. Feb., p. 149. 


Nicholson, Frederic A.—Section 1244 Stock. 
Apr., p. 303. 


1005 








Niehus, Rudolf J.—What Taxes a New Com- 
pany in Germany Pays. July, p. 543. 

Nonmonetary Fringe Benefits for Corporate 
Executives. Sept., p. 711. 

Nonrestricted Stock Options and the New Regu- 
lations. May, p. 387. 


oO 


Ode to a Farm Return. Oct., p. 797. 


Olenick, Arnold J.—To Be or Not to Be a 1361 
Corporation. Feb., p. 139. 


One Year of Subchapter S. Feb., p. 105. 
Oregon... Nov., p. 859. 
Origins of Taxation. June, p. 465. 


P 


Palestin, Ira J.—Tests for Tax-Free Distribu- 
tions on Corporate Division. Apr., p. 327. 


Partners and partnerships 
Limited partnerships v. syndicate or joint 
venture associations. Sept., p. 683. 
Partnership v. associations. Mar., p. 187. 
Subchapter S. Jan., p. 19. 
Surrender of partnership interests: ordinary 
income v. capital gain. July, p. 517. 
Withdrawal from partnership. Oct., p. 798. 
Patents 
Disposition of interest: ordinary income v. 
capital gain. July, p. 517. 
Income from licensing abroad. Mar., p. 209. 
Payment Out of Profits or Production. July, p 
517. 
Penick, William C.—Tax Economics of Charita- 
ble Giving. Feb., p. 111. 
Pennsylvania Manufacturing Exemption Provi- 
sion Revisited, The. Nov., p. 837. 
Pension and Profit-Sharing Plans: Fallacies and 
Facts. Jan., p. 71. 
Peril, Barry—Tax Aspects of a Partner’s With- 
drawal from a Partnership. Oct., p. 798. 
Pitfalls and Traps in Stock-Redemption Agree- 
ments. Dec., p. 923. 
Pitfalls in Designating Beneficiaries and Using 
Settlement Options. Sept., p. 735. 
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Pomeroy, Harlan 
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p. 865. 
Nonrestricted Stock Options and the New 
Regulations. May, p. 387. 
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The, Jan., p. 57. 
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Tax Court. Apr., p. 283. 
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State taxes 
Illinois. Mar., p. 257. 
Interstate commerce. May, p. 
477; Aug., p. 628; Oct., p. 769. 
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Methods. Dec., p. 997. 


Tax Aspects of a Partner’s Withdrawal from a 
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Oct., p. 


Tax Court 
Changes in accounting method. Dec., p. 997. 
Settlement before decision. Nov., p. 827. 
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Unreasonable accumulation of surplus—see Ac- 
cumulated earnings. 
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Meetings of Tax Men 


Minnesota Society of Certified Pub- 
lic Accountants.—The Sixth Annual 
Tax Conference of the Minnesota 
Society of Certified Public Account- 
ants is being held December 1 and 2 
at the Leamington Hotel, Minneapolis. 
Principal speakers and their topics 
are George Lethert, “Tax Admin- 
istration—1960” ; Paul Johnson, “Spe- 
cial Tax Opportunities”; and Joseph 


M. Robertson, “Problems of Appor- 
tionment and Allocation of Income.” 
Various members of the society will 
address the two-day session on cur- 
rent tax problems of interest to busi- 
nessmen and practitioners. 


Federal Tax Institute of New Eng- 
land.—The Federal Tax Institute of 
New England will sponsor a Saturday 
forum on taxation to be held Decem- 
ber 3 at John Hancock Hall in Boston. 


Florida Tax Seminar.—The Florida 
Accountants Association with the co- 
operation of the Florida Institute of 
Certified Public Accountants and the 
National Society of Public Account- 
ants, will act as host to the accounting 
profession of the state December 5 
through December 7 at the Tides 
Hotel and Bath Club, St. Petersburg. 
Details and reservations may be ob- 
tained from the chairman, Glenn A. 
3ell, 4620 Central Avenue, St. Peters- 
burg, Florida. 


Cleveland Bar Association. — The 
Cleveland Chapter of the Federal Bar 
Association will sponsor a Federal 
Tax Practice Clinic at the Hotel 
Sheraton-Cleveland on December 9 
and 10. Actual demonstrations of tax 
practice techniques will be presented 
by Internal Revenue Service person- 
nel and private practitioners for the 
lawyers and accountants in attend- 
ance. On Friday evening Chief Coun- 
sel Hart H. Spiegel of the Internal 


Revenue Service will speak on “What 
the Revenue Service Expects of Prac- 
titioners.” Reservations may be sent 
to the Federal Bar Association, 1128 
Standard Building, Cleveland 13, Ohio. 
The fee is $25 for the entire program. 


Tidewater Tax Conference. — The 
Sixth Annual Tidewater Tax Confer- 
ence sponsored by the Marshall-Wythe 
School of Law of the College of Wil- 
liam and Mary in Virginia and the 
College of William and Mary in Nor- 
folk will be held on Saturday, Decem- 
ber 10 at the Norfolk Yacht and 
Country Club, 7001 Hampton Boule- 
vard, Norfolk, Virginia. The object 
of the conference is to make available 
to students, accountants, attorneys, 
and other professional and business 
groups timely and important factual 
material relating to federal and state 
tax returns, procedures and policies. 


Southwestern Legal Foundation.— 
The Southwestern Legal Foundation 
will sponsor the Twelfth Annual In- 
stitute on the Law of Oil, Gas and 
Taxation on February 8 through 
February 10 in Dallas. The institute 
will be held under the auspices of the 
foundation’s International Oil and Gas 
Educational Center. The registration 
charge will be $50 for all sessions, 
or $20 single-day attendance. Copies 
of the program or additional informa- 
tion may be obtained from the South- 
western Legal Foundation, Hillcrest 
at Daniels, Dallas 5, Texas. 

Massachusetts State Tax Forum.— 
The Sixth Annual Massachusetts 
State Tax Forum was held on Novem- 
ber 19 on the Northeastern University 
campus. The key speaker of the day- 
long program was Robert T. Capeless, 
Massachusetts state commissioner of 
corporations and taxation. The forum 
was sponsored by ten _ professional 
organizations in cooperation with the 
Northeastern University Institute of 
Taxation. 
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